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EXPORT TRADING COMPANY AMENDMENTS ACT 
OF 1985 



TUESDAY, JUNE 17, 1986 

U.S. Senate, Committee on Banking, Housing, and 
Ueban Affairs, Subcommittee on International Fi- 
nance and Monetary Policy, 

Washington, DC 
The subcommittee met at 9:30 a.m., in room SI>~538, Dirksen 
Senate Office Building, Senator John Heinz (chairman of the sub- 
committee) presiding. 
Present: Senators Heinz, Mattit^Iy, Hecht, Proxmire, and Dixon. 

OPENING STATEMENT OF SENATOR HEINZ 

Senator Heinz. Ladies and gentlemen, the subcommittee will 
come to order. 

Today we are going to hear testimony on S. 1934, the hill I intro- 
duced to facilitate the further expansion of bank export trading 
companies, and in the interest of tmie, because Mr. Johnson of the 
Federal Reserve has a 10:30 Federal Reserve Board meeting, I'm 
going to insert my statement in the record and I would urge mem- 
bers to do the same. 

I would just make one observation and that is that most of the 
operating export tradit^ companies [ETC's] to date are relatively 
small ventures with marginal profitabilitv and in reviewing their 
operations it is clear to me that their viability has been restricted 
by overcautious and inappropriate implementation of the 1982 act. 

Passage of the eict was intended to open the door for banks to 
engage in trade-related activities find in order to take advantage of 
the increasing link between trade and finance in world trade. 

Unfortunately, the Federal Reserve Board in particular has fo- 
cused more on limiting export trading companies than promoting 
them. The Board has interpreted the act very restrictively in the 
areas of the definition of an export trading company, trade in serv- 
ices, collateral requirements, leverage limits, and inventory ceil- 
ings. The Fed, in effect, has launched these new enterprises and 
given them four or five large anchors to drag at the same time. 

My statement goes on in some additional detail as to those prob- 
lems and it will be included in the record. 

[The complete prepared stotement and Senate bill S. 1934 follow:] 

Statehint of Sbnator Hiinz 
Today, the subcominittee will bear tOTtimony on S. 1934, tbe bill I introduced to 
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trading company BTCs by removing the prohibition against bank investment in and 
control of E!TCb and providing a certificata of review preclearance process for com- 
pliance with our antitrust laws. 

Unfortunately, this exciting idea has produced only modest results thus for. So far 
57 companies h&vo received antitrust waiveiv from the Commeroe Department and 
40 bank ETC's, with a total investment of $84 million, have been formed. This level 
of KTC activity is not necessarily disappointing when we consider that the act has 
effectively been in force only 3 years and that ttie normal startup problems of these 
new ventures were aggravated by rapid appreciation of the dollar and the LDC debt 
problem which devastated our exports and produced record trade deflcits. 

What does worry me is the fact that most of operating ETCa are relatively small 
ventures with marginal profitability. In reviewing their operations it is clear their 
viabiUty has been restricted 1^ overcautious and inappropriate implementation of 
the 19^ act. Passage of tiie ETC act was intended to "open the door" for banks to 
engage in trade-roUted activitiee in order to take advantage of the increasing link 
between trade and finance in world trade. Unfortunat^, the Federal B^rve 
Board has focua«d more on limiting ETCa than promoting them. 

The Board has interpreted the act very restrictively in the areas of defmition of 
an ETFC, trade in services, collateral requirements, leverage limite, and inventory 
ceilings. The Fed in effect has launched these new entHprisee, and given them four 
or five lai^ anchors to drag at the same time. 

Our trade problems are too great and our deceit too large for this situation to 
continue. My view, which is shared by the General Accounting Office, is that 
changes must be made in the Fed's guidelines if we are to encourage growth of 
sound and successful ETTCs. S. 1934 correcta these deficiencies in a straightforward 
manner. 

It excludes third country transactions fit>m the net export revenue test that de- 
fines an ETC under the act 

It permits an ETC to export services by related or unrelated parties whether or 
not the services are tied to the export of goods. 

It prohibits the Fed from denying an application solely on the basis of on asseta- 
to^ui^ ratio unless it exceeds 26 to 1, the typical ratio for foreign ETTC's. 

It precludes application of an across-the-board flat dollar limit, currently $2 mil- 
lion, on inventory levels. 

It exempts ElUa fitim the collateral requirements of section 28A of the Federal 
Heeerve Act, which have been applied too restrictively by the Fed, and which dupli- 
cate the protection provided by limits on bank holding company investment in and 
lending to affihated BTCs that are in the ETC Act 

Moet of these amendments, aside from the first and the last address the overcau- 
tious r^ulatory policies of the Fed rather than flaws in the original legislation. It 
would be quicker for the Board to change its attitude than it might be to pass this 
bill, but there is as yet little sign that might happen, and thus I intend to move 
forward with the legislation. 

I look forward to today's teetimony on titeee issues and to passage of S. 1934 so 
that we will permit vigorous U.S. trading companies to lead our trade recovery, 
aided by a competitive dollar and an improving export environment. 
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S. 1934 



d the Bank Export Services Act. 



IN THE SENATE OP THE UNITED STATES 

Dbcehbbb 13 Oe^lative day, December 9), 1S65 

Mr. Heinz introduced the (oUowing bill; which was read twice and referred to the 

Committee on Banking, Housing, and Urban Afiairs 



A BILL 

To amend the Bank Export Services Act. 

1 Be it enacted by the Senate and House of Represenia- 

2 tives of the United States of America in Congress assembled, 

3 8H0BT TITLE 

4 Section 1. This Act may be cited as the "Export 

5 Trading Company Amendments Act of 1985". 

6 DEFINITION OP BXPOBT TBASINQ COMPANY 

7 Sec. 2. Section 14(cM14)(FKi> of the Bank Holding 

8 Company Act of 1956 is amended to read as follows: 

9 "(i) the term 'export trading company' means 

10 a company which does business under the laws of 

11 the United States or any State, which is exclu- 

12 sively engaged in activities related to mtemational 
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1 trade, and which is organized and operated princi- 

2 pally for purposes of exporting goods or services 

3 produced in the United States by the company, its 

4 affiliates, or unaffiliated persons, or for purposes 

5 of providing one or more export trade services to 

6 facilitate the exportation of goods or services pro- 

7 duced in the United States by unaffiliated persons. 

8 A company shall be deemed to be organized and 

9 operated principally for such purposes if its reve- 

10 nues from exporting goods or services produced m 

11 the United States or from providing export trade 

12 services, as defined in clause (ii), exceed its reve- 

13 nues from importing into the United States goods 

14 or services produced outside the United States.". 

15 BBLATI0N8 WITH AFFILIATES 

16 Sec. 3. Section 23A(d) of the Federal Reserve Act (12 

17 U.S.C. 37 lc(d))ia amended— 

18 (1) by striking out "and" at the end of paragraph 

19 (6); 

20 (2) by striking out the period at the end of para- 

21 graph (7) and insertjng in Ueu thereof "; and"; and 

22 (3) by adding at the end thereof the following: 

23 "(8) transactions with an affiliate which is an 

24 export trading company as defined m section 

25 4(cK14)(FKi) of the Bank Holding Company Act of 

26 1956.". 
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1 LBVEBAOB 

2 Sec. 4. Section 4(c)(14KA)Civ) of the Bank Holding 

3 Company Act of 1956 (12 U.S.C. 1843(c)(14KA)av)) is 

4 amended by adding at the end thereof the following: 

5 "The Board may not disapprove a proposed investment 

6 solely on the basis of the proposed assets to equity 

7 ratio of an export trading company imless the proposed 
6 annual average ratio is greater than twenty-five to 
9 one,". 

10 INVBNTOEY 

11 Sec. 5. (a) Section 4<cK14HA) of the Bank Holding 

12 Company Act of 1956 (12 U.S.C. 1843(cM14MA)) is 

13 amended — 

14 (1) by redesignating subparagraphs (v) and (vi) as 

15 subpu'agraphs (vi) and (vii), respectively; and 

16 (2) by inserting after subparagraph (iv) the 

17 following: 

18 "(v) The Board may not impose, by regula- 

19 tion, a dollar lunit on the amount of goods which 
' 20 export trading companies may muntahi in inven- 

21 tory. However, the Board may impose, by order, 

22 a dollar limit on the amount of goods which a 

23 particular export trading company may muntain 

24 in inventory if, under the particular facts and cir- 
26 cumstances, it finds that such limit is necessary to 
26 prevent risks that would affect the financial or 
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1 mana^rial resouroea of an investor bank holding 

2 company to an extent which is likely to have a 

3 materially adverse effect on the safety and sound- 

4 ness of any subsidiary bank (rf raoh bank holding 
6 company.". 

O 
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Senator Hsinz. I also ask unanimous consent from Senator 
Dixon to include his statement in the record at the appropriate 
point. 

fThe complete prepared statement follows:] 

Stateunt or Senator Auut Dixon 



tiTmen, aodet— ^ . ^ , 

nenes that ore muble to get into the expert buBineea on their own. 
I am aware that the growth of export toading comnanieB, particularly bank-ooM^ 
' I, haa not been aa r^ia aa had been [wedicted wara 



pedimenta to export tradiiw connpanv growth that aMm to b« c 
part Iv the manner in whi^ the act has been impleownted. 
S. 1^ is deoigned to improve the climate for Dank-operated export trading cmn- 



1. 1 look forward to hearing horn todaj^B group rf cUatinguiahed and expert wit- 
ueeaee on the bill, and on other iasueB facing export trading companiea. I believe we 
must do all we can to improve our abilitv to compete witii the Japaneee and other 
m^jor trading countries. Acting on S. 1934 would be a amall but aignificant at^ 



Senator HmNZ. I'm pleased to yield to my Mend and colleague 
fixmi Wisconsin, Senator Proxmire, the ranking minority member 
of the subcommittee. 

OPENING STATEMENT OF SENATOR PROXMIRE 

Senator Pboxmirb. Thank you, Mr. Chairman. 

Mr. Chairman, I will read my stotement because I think it sets 
forth the nature of the disagreement that you and I have on this 
matter of export trading companies and I want to state it on the 
record. 

In 1982 the Congress passed the E]xport Trading Company Act 
which was designed to encourage exports by facilitoting the forma- 
tion and operation of export trading compani^ export trade asso- 
ciations and the expansion of export trade servicM^neraUv. 

That act had three principal titles. Titles m and IV made 
amendments to America s antitrust laws and set up a certification 
process, administered by the Commerce Department, under which 
exporters can obtain assurances that Uieir cooperative activities in 
fiidn^ export prices and market shares will not be prosecuted. At 
the tmie this comnsittee last considered ETC legislation I said that 
provision only endorsed ti^eprinci^le of export cartels — such as we 
all condemn when it is OPEC that is doing the price fixing. 

I'm pleased to note that at least the proposed bill that is before 
us today does not attempt to widen the present antitrust exemption 
contained in the Elxport .Trading Company Act. That's probably the 
oaiy good thing I can say about it. 

"nie 1982 act also contained a title n known as the Bank Export 
Services Act. It provides a limited exception to the nonbanking pro- 
hibitions in the Bemk Holding Company Act by permitting conk 
holding companies and certain other types of banking organiza- 
tions to make equity investments in export trading companies. 

The title represented a dramatic departure from traditional 
banking l^islation in that it permitted participation by banking 
organizations in commercial ventures. Both the Federal Reserve 
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and the FDIC said this breach of the separation of banking and 
commerce posed eubetantial risks to the safety and soundness of 
our banking system. They recommended that our banks not be per- 
mitted to control export trading companies. I supported the Fed 
and the FDIC in their opposition to the then proposed bill. 

The Congress, however, was appalled by the size of our then $36 
billion trade deficit— $36 billion. It was willing to conclude that 
bank affiliated export trading companies mi^t give us leverage to 
compete with the massive Japanese export companies. It lost si^t 
of tJie fact that the Japanese, because of their own concerns about 
the safety of their financial system, limit banks to only a 5-percait 
ownenihip share in trading companies. 

The Congress in 1982 ^owed U.S. banks into export conmierce 
but included a number of saf^uards in title II to lunit ihe poten- 
tial adverse consequences of that decision. It chained the Federal 
Reserve with administering these safeguards. 

Now less than 4 years after the passage of that so-called historic 
l^;islation, the United States finds itself with a trade deficit of over 
$120 billion. At least part of this trade deficit is due to the foolish 
decisions our banks made wiUi regard to foreign loans. Interest on 
thoae billions of dolleirs of loans allow the debtor nations little 
money to buy American goods. 

Rather than deal with that real banking problem, we find the 
banks once again seeking to expand the loophole into commerce 
given them by the 1982 act. They blame the Fed for failing to ad- 
minister the act properly and claim that that is the reason the 
banks have not made use of the provisions of that bill. 

Frankly, Mr. Chairman, I'm very skeptical of such assertions. I 
note that smaller nonbank affiliated export trading companies 
claim that enactment of S. 1934, your bill, will give bank affiliated 
export companies a huge competitive advantage. Passage of the 
bill, they allege, would drive independent export trading companies 
out of the marketplace. There are over 2,000 such independent 
ETC's and they account for a lot of exports. We should not weaken 
them by passing this l^islation. 

Mr. Chairman, I look forward to hearing our witnesses and in 
particular Mr. Johnson of the Fed. I understand he will give a 
point4>y-point refutation of the proposed revisions of S. 1934. I, for 
the life of me, cannot understand why people believe adopting pro- 
visions that could weaken our banking ^stem will help our trading 
position. 

Thank you, Mr. Chairman. 

Senator Hbinz. Senator Proxmire, thank you very much. 

Let me ask our first three witnesses to come forward: Dr. Manuel 
Johnson, Governor of the Federal Reserve Boart^ David Luft, 
Deputy Assistant Secretary of Commerce for Services; and Allan 
Mendelowitz, of the General Accounting Office. 

Senator Proxmirb. Mr. Chairman, I'm going to have to leave 
temporarily, but I will come back as soon as I can. 

Senator Heinz. Very well. 

Dr. Johnson, would you please proceed with your testimony. 
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STATEMENT OF MANUEL H. JOHNSON. JIL, GOVERNOR, FEDERAL 
RESERVE SYSTEM 

Dr. Johnson. Thank you, Mr. Chairman. Thank you for the op- 
portunity to preeent the vieMra of the Federal Reserve Board on s. 
1934, the bill to amend the Export Trading Company Act of 1982. 

Before I do that, I have a longer stat^ient to submit for the 
record, but I do have a summary of my remarks. 

We at the Board support efforts to lower this country's trade def- 
icit and wish to work with Congress in attempting to arrive at solu- 
tions to the problem. 

The Export Trading Company Act of 1982, the ETC Act, was de- 
signed to help promote eroorts by facilitating the formation and 
operation of ETCb. Hie BBSA, the Bank Export Services Act, pro- 
vides a limited exception to the nonbanking prohibitions of the 
Bank Holding Company Act by permitting bank holding companies 
and certain other types of banking organizations to make equity in- 
vestments in KTC'a. Thus, the BESA represents a dramatic depar- 
ture from traditional banking l^pslation in permitting participa- 
tion by banking organizations in commercial ventures. 

In recognition m this expanded latitude. Congress included a 
number of prudential safeguards such as investment and lending 
limitations to circtunscribe potential adverse financial effects on 
banks affiliated with ETTC's. 

As you are well aware, the economic climate since the ETC Act 
was passed has not been favor^le to exports. Hie act was signed 
during the fourth quarter of 1982 when the U.S. economy was in 
the depths of a rocession and the volume of exports had fallen 
more than 20 percent from its peak in 1980. Since that time U.S. 
output and employment have expanded rapidly. 

U.S. EXPORTS SnU. REMAIN BELOW 1980 PEAK 

By contrast though, U.S. exports have rebounded only moderate- 
ly and still remain below their 1980 peak. The U.S. trade deficit 
increased from $25 billion in 1980 to approximately $125 billion in 
1985. 

The weakness of U.S. exports can be attributed to a number of 
macroeconomic developments that took place in the early to mid- 
1980's and have continued until fairly recently. These factors in- 
clude the rise of the dollar against foreign currencies, the relative- 
ly sluggish growth of foreign economies, and the drop in imports b^ 
countries experiencing problems meeting their external debt ohh- 
gations. 

Moreover, at the time the act was passed, the trading company 
generally was not a prominent vehicle for selling U.S. exports. It 
was unlikely that the pattern of U.S. businesses with exporting ca- 
pabilitieB could be changed in only a few years. 

Notwithstanding this business environment, 40 bank holding 
companies have notified the Federal Reserve System of their intent 
to invest in ETC's. Several of these ETC's appear to be operating 
profitably and expanding their overseas operations. 

In contrast, the performance of many other bank affiliated EITC's 
has been disappointing, 1 admit. In fact, 11 are no longer operation- 
al. In addition to poor economic conditions in their first years of 
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existence resulting in diminished profit potential, these ETC's have 
also encountered startup difficulties resulting from unfamiliarity 
with the trading busineee and other problems peculiar to Qie activi- 
ties of trading companies. 

There is no evidence, however, that ETC's afHliated with banks 
have been any less successful than trading companies that have no 
connection with banking organizations. Many of these trtiding com- 
panies reported to the GAO that business has been disappointing 
citing economic factors, particularly the high value of the dollar, as 
the reason. 

Although the purpose of S. 1934 is to promote the formation and 
performance of bank af(iliat«d ETC's, some of its provisions present 
serious issues related to the safety and soundness of banking oi^^- 
nizations investing in KIC'b. 

TWO PROVISIONS RAISE SUPERVIBORT CONCERNS 

hilt me address these provisions before discussing two that raise 
fewer supervisory concerns. 

Section 23A of the Federal Reserve Act is a cornerstone of the 
regulatory structure for protecting banks from credit judgments 
made for noncommercial reasons. It generally limits the amount of 
credit that banks may extend to a nonbank affiliate and subjecte 
such credit extensions to certain collateral requirements. 

S. 1934 would exempt from section 23A a bank's transactionB 
with its affiliated ETC. Experience over the years has demonstrat- 
ed that limitations on self-deeding between a bank and its affiliates 
Eire essential to help curb abuses, to maintain bank safety and 
soundness, and to prevent excessive risk to the Federal safety net 

Congress also has reci^nized the importance of the protections 
found in section 23A. Every der^ulatory proposal in the last 4 
years has, in fact, used section 23A as the central mechanism for 
preserving the safety and soundness of banking organizations with 
expanded powers to enter the nonbanking areas. 

I should note that the Board has included in its regulations a 
waiver from the strict collateralization standards of section 23A for 
those transactions in which the ETC takes title to goods ageiinst a 
firm order and the lending bank actually maintains a security in- 
terest in those goods. A waiver under t^ose drcumstances would 
not create undue risk to an affiliated bank. 

Another provision of S. 1934 would prohibit the Board from dis- 
approving a bank's investment in an ETC solely on the basis of a 
proposed asset-to^uity ratio unless that ratio were greater than 
25 to 1. The Board, t^ reason of its responsibility as a bank regula- 
tor, has historically recognized the need for tjfie maintenance of 
adequate capital in individual Stete member banks and bank hold- 
ing companies and in the banking system in general. 

Congress, too, has recognized ^e necessity for banking organiza- 
tions to mnintjiin adequate capital. In the International Lending 
Supervision Act of 1983, Congress required the bank regulatory 
agencies to "cause banking institutions to achieve and maintain 
adequate capital by establiuiing TninimiiTn levels of capital for such 
bankiiig institutions." 
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In the case of ETCs, the Board Btrongly recommends against the 
proposed l^islative standard for the levereiging of ETCs. The 
Bofurd must be able to examine carefully the capital structure of 
bank affiliated ETCs. Capital adequacy is a critical determinant of 
the financial strength of the E7FC and of its ability to withstand im- 
ezpected adverse developments so as not to affect the financial re- 
sources of the parent holding company or the safety and soundness 
of affiliated b^iks. 

Many factors must be taken into account, such as the nature of 
the ETCs business, the size of its inventory, and the size of the 
bank holding company's investment in the ETC. Only a case-by- 
case analysis permits all these factors to be taken adequately into 
account. The Board has, in fact, taken a flexible approach euid has 
approved in one case a leveragix^ ratio of as much as 17 to 1. 

THIKD FBOVUION H0OIFIE8 DEFINrnON OF AN ETC 

A third provision of S. 1934 would modify the definition of an 
ETTC to include companies that principally export goods or services 
produced by themselves or any of their affiliates. This revision 
would permit the bank to invest in any company that provides its 
own services to foreign customers r^ardless of whether the serv- 
ices relate to trade. 

The common thread throughout consideration of the original leg- 
islation was that the experience and expertise of banlcs in financ* 
ing foreign investment was thought to be needed by export trading 
companies — companies that serve as intermediaries for producers 
and suppliers of goods and services in foreign markets by providing 
a range of export trade services. It was not intended tlmt banking 
organizations would serve as a source of capital investment in vari- 
ous service industries generally and Eissume the risk associated 
with those industries. 

The Board's r^ulations do not limit the ability of bank ftffiliated 
ETCs to, in fact, offer a broad range of trade-related services, both 
in the United States and abroad. For example, the BESA and the 
regulations permit ETCs to provide consulting, market research, 
marketing, insurance product research and design, legal assistance, 
and many other services. Moreover, the Board has recc^nized that 
this list of services is really not exhaustive by approving other 
trade-related activities. 

The practical effect of S. 1934 would be to change the congres- 
aionally intended emphasis in the BESA. It would provide a vehicle 
by which commercial banking organizations through the medium 
of an ETC would acquire oiganizations serving overseas customers 
without £iny benefit to the U.S. trade or balance of pajmients posi- 
tion. The proposed would thus have the effect of chaining the in- 
centive in the ETC Act to promote U.S. exports while potentially 
undermining the public policy objectives embodied in uie separa- 
tion of banking and commerce. 

Such important public policy issues we think should be addressed 
directly and not indirectly through technical changes in the BESA. 

The last two provisions of S. 1934 which I will now discuss 
appear to raise fewer supervisory concerns on our part. 
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First, the BESA defines an ETC as a company "organized and op- 
erated principally for purposes of exporting goods and services pro- 
duced in the Unit«d States." 

Under S. 1934, a company would qualify as an export trading 
company if its revenues ^m exports exceed its revenues from im- 
ports. Revenues derived from tlurd-party trade or associated with 
countertrade would be excluded ftx)m the calculation. This would 
mean that an export trading company could be a company with 
minimal involvement in exporting goods or services ft*om the 
United States. Such a result would amount to a substantial alter- 
ation of congressional intent as to the purposes of ETC's to promote 
the export <^ U.S. goods and services. 

Ultimately, however, it is up to Congress to determine whether 
ETC's should continue to have as their primary purpose the export 
of U.S. goods and services. 

Second, the Board's r^ulations provide that a notice to invest in 
an ETC may be del^ated to the appropriate Federal Reserve Bank 
rather than reviewed by the Board if the proposed export trading 
company will take title to goods only against firm orders or if its 
inventory is worth less than $2 million. 

The Board has, in fact, reviewed and did not object to several no- 
tices where projected inventory was proposed to be substantially 
greater than $2 million. S. 1934 prohibits the Board from imposing 
a dollar limit on an ETC's inventory unless the Board finds that a 
limit is necessary to prevent matenJal adverse effects of a bank af- 
filiate of an ETC. 

We believe this provision would provide the Board with sufficient 
discretion to deal with supervisory concerns find have no real prob- 
lem with this. 

In conclusion, I would like to emphasize again the Board's sup- 
port for a strengthened and expanded export sector of the U.S. 
economy. In this context, we would urge Congress to allow for a 
fair testing of the existing law and to refrain at this time from 
adopting some of the proposed amendmente. 

Thank you. 

[The complete prepared statement fDllows:] 
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Statvnant by 

MnuAl E. Jofansoiif Jr. 

Henber, Boacd of Govecnora of th« PedBcsl Re>«tv« Sy>t«a 

Thank you for the opportunity to present the views of 
the Federal Reserve Board on S. 1934, the bill to amend the 
Export Trading Company Act of 1982. H« at the Board support 
efforts to lower this country's trade deficit, and wish to work 
with Congress in attempting to arrive at solutions to the 
problem. It Is not the view of the Board, however, that 
amending- the Bank Export Services Act CBBSA*) Is necessary at 
this tine. Given the unfavorable economic conditions that have 
existed since enactment oC the BESA, we feel the existing 
statute has not been given a fair test, and that its 
effectiveness should be evaluated in the future. As to the 
specific provisions of S.1934, the Board opposes three of the 
revisions to the BESA proposed in the bill on grounds of safety 
and soundness, but has fewer reservations concerning two other 
proposed revisions. 

In my testimony, I will review briefly the Board's 
ImpleBcntation to date of the besa (Title II of the Export 
Tcading Company Act of 1982], discuss some of the experiences 
of bank-affiliated export trading companies CETCs") and other 
trading companies, and analyze and give in greater detail the 
Board's views on the provisions of S. 1934. 
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The BESA and the Boara's Begulatlona 

The Export Trading Company Act of 19$2 ('ETC Act') was 
designed to help promote exports by facilitating the formation 
and operation of ETCs. The BESA provides a limited exception 
to the nonbanking prohibitions of the Bank Holding Company Act 
by permitting bank holding companies and certain other types of 
banking organizations to nake equity investments in ETCs. The 
purposes of the BESA were: (1) to provide for the 
•stablistiment of U. S. EtCs that could be competitive with 
foreign-owned ETCs; (2) to provide I). S, commerce, industry and 
agriculture, especially small and medium-sized firms with a 
means of exporting their goods and services; (3) to foster the 
participation by regional and smaller banks in the development 
of BTCsj and (4) to facilitate the formation of joint venture 
ETCs between bank holding companies and nonbank firms. 

Thus, the BESA represents a dramatic departure from 
traditional banking legislation in that it permits 
participation by banking organizations in commercial ventures. 
In recognition of this expanded latitude, however. Congress 
included a number of prudential safeguards to limit potential 
adverse financial effects on banks affiliated with ETCs. The 
statute provides that a bank holding company may not invest 
more than S percent of its consolidated capital and surplus in 
an ETC nor lend more than 10 percent of its consolidated 
capital and surplus to an ETC. It also provides that 'a bank 
holding coMpany may invest in an ETC only after allowing for 



zAGoogle 



_3- 

review by the Pedeisl Reserve. 3%e Peaecxl Reserve la required 
to review the notice in oider to deteinlne whethet the proposal 
nay result in unsafe oc unsound banking practices, undue 
concentration of resources, decreased or unfair competition, or 
conflicts of Interest, or whether the Investtient would have a 
Daterially adverse effect on the safety and soundness of a 
subsidiary bank of the bank holding coapany. 

The Board Issued final regulations iDiplementlng the 
BBSA in June, 19S3. These regulations were later nodlfled to 
simplify the notification process and provide for delegated 
authority to the individual Federal Reserve Banks to review 
certain ETC notifications. Virtually all of the notifications 
of intent to establish BTCs have been acted upon within the 
60-day time period set forth in the statute, and no 
notification by a bank to invest in an ETC has been 
disapproved. Fifteen of the 24 ETC notifications filed after 
the adoption of the delegation procedures were processed by the 
Reserve Banks with no Board review. 
■ Response to the Act 

As you are well aware, the economic climate since the 
ETC Act was passed has not been favorable to exports. The Act 
was signed during the fourth quarter of 1982 when the U.S. 
economy was in the depths of a recession and the volume of 
exports had fallen more than 20 percent from Its peak in 1980. 
Since that time, U.S. output and employment have expanded 
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rapidly. By contrast, U.S. exports have rebounded only 
moderately and still remain below their 1960 peak. The U.S. 
trade deficit increased from |25 billion in 19B0 to 
approximately ^125 billion in 1965. 

The weakness of U.S. exports can be attributed to a 
number of nacroeconomic developments that took place In the 
early to mid-1980 's and that have continued until fairly 
recently. These factors include the else of the dollar against 
foreign currencies; the relatively sluggish growth of foreign 
economies! and the drop in Imports by countries experiencing 
problems neeting tbeit external debt obligations. 

Moreover* as was discussed during early hearings on 
the BESA, U.S. manufacturers have not traditionally made 
widespread use of trading companies as a medium for exporting 
their goods. By one estimate, in 1982, there were about 2,000 
American-owned trading companies active in the United States. 
Bowever, these companies were Involved in only about ten 
percent of all U.S. exports. Larger U.S. multi-national 
companies with substantial sales abroad had tbair own in-house 
marketing capability or a few had trading company 
subsidiaries. Thus, at the time the Act was passed, the 
trading company generally was not a prominent vehicle for 
selling U.S. exports, and it was unlikely that the patterns of 
U.S. businesses with exporting capabllitlas could be changed in 
only a few years. 
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Notwithstanding this business anvlronmenti 40 bank 
holding companias have notified th« Federal Reserve System of 
their intent to invest in ETCs. (Tables attached as an 
Appendix to this testiaony show the status of each ETC 
notification acted upon by the System). Several of these ETCs 
appear to be operating profitably and expanding their overseas 
operations. 

In contrast, the perforaance of many of these 
bank-aftlliated BTCs has been disappointing. In fact, eleven 
are no longer operational. In addition to poor economic 
conditions in their first years of existence resulting in 
diainlshed profit, potential, these BTCs have also encountered 
start-up difficulties resulting from unfaniliarity with the 
trading business. Other problens encountered are peculiar to 
the activities of trading companies, regardless of how long 
they have been operating. For exaaple, one etc experienced 
substantial difficulties because a major customer broke the 
tetas of its trade agreeaenti another lost its capital because 
of its inability to deliver on a aajor contract! and a third 
was closed after suffering significant losses resulting from 
the lack of adequate controls over its trading activities. At 
least four bank holding coapanles have discontinued the 
operations of their BTcs either teaporarily or peraanently 
because the operating losses were found to be unacceptable. 
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Th«re is no evidence > however f that ETCs affiliated 
with banks have been any less successful tban trading coinpanies 
that have no connection with banking organizations. Hhile 
there is no means of tracking all these trading companies, the 
General Accounting Office has conducted a survey of 23 trading 
organizations that have obtained certificates of review from 
the Department of Cotunerce. Many of these ficins reported that 
business has been disappointing, citing economic factors, 
particularly the high value of the dollar as the reason. It is 
also interesting to note that the membership of the National 
Association of Export Companies, an organization composed 
primarily of nonbank export trading companies, dropped by half 
in the last four years, and is only beginning to Increase 
again. This drop In membership is reportedly a result of the 
fact that many of the member companies have gone out of 
business. 
S. 1934 

There is an understandable concern about the mediocre 
performance of ETCs since the passage of the Act resulting in 
attempts to deal with the situation by amending sections of the 
BESA. The amendments would modify certain of the Board's 
regulations. Broad trends, however, such as unfavorable 
economic conditions — not the Board's regulations — have 
impeded the results of the legislation. Moreover, three of the 
bill's provisions present serious issues related to the safety 
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and soundness of banking otganizations investing in BTCs. Pron 
a supeivisory standpoint, we are leas concerned about the other 
two provislone. Bowevei, I would note that the provision 
dealing with the calculation of export revenues does raise 
policy questions about Congreaalonal Intent in eatabllahing 
BTCs to foster D.S. exports. 

1. Transactions with Affiliates 

The BESA provides that extensions of credit fro* a 
bank to its affiliated ETC are covered by section 23A of the 
Federal Reserve Act, Section 23A is a cornerstone of the 
cegulatocy structure for protecting banks fron credit judgnents 
Made for nonconaezcial reasons. It generally llaits the aaount 
of credit that banks aay extend to a nonbank affiliate and 
subjects such credit extensions to certain collateral 
requirements. 

S. 1934 would exempt froa section 23A of the Federal 
Reserve Act a bank's transactions vith its affiliated ETC. Tbe 
purpose of this exettption, according to the stateaent 
introducing the bill, is to reaove a coapetitlve 'disadvantage' 
tron BTCs, pernittlng then to borrow fron their affiliated bank 
without Meeting the collateral requlrenents of section 23A. 

Experience over the years has deaonstrated that 
llaitatlons on self-dealing between a bank and its affiliates 
arc essential to help curb abuses, to Mintaln bank safety and 
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soundncea and to pravcnt excessive risk to the federal safety 
net. Congress also has recognized the importance of the 
pcotections found In 23A — every deregulatory proposal in the 
last four years has used section 23A as the central mechanism 
for preserving the safety and soundness of banking 
organizations with expanded powers to enter nonbanking areas. 

The experience to date reinforces the desirability of 
maintaining the protections afforded by section 23A. In one 
case, a bank lent to its affiliated ETC amounts in violation of 
section Z3A without required collateral. The ETC was unable to 
repay the advances and thus the condition of the bank was 
affected. Had section 23A been complied with, the bank would 
not have exposed itself to these losses. Therefore, an 
exemption from section 23A for transactions with an ETC does 
not appear to be in the best Interests of preserving safety and 
soun'dneas as It creates the opportunity for a bank's resources 
to be misused in support of the affiliate's trading 
activities. In the area of extensions of credit, it is most 
important to strike the proper balance between encouraging the 
growth of ETCs and preventing imprudent banking practices. 
Hoieovec, the application of section 23A does not impose a 
competitive disadvantage on ETCs affiliated with banks. They, 
like other trading companies, ace free to borrow from 
unaffiliated lenders on terms determined by the market. 
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The Board as a Batter of policy baa g«natally not 
granted exemptions ftOB s«ction 23A. With r«apect to ETCa, 
however, tbe Board has included in its regulation! a valvar 
from the strict collateialization standards of section ISA for 
those transactions In which the ETC takes title to goods 
against a firm order and the lending bank maintains a security 
interest in those goods. The Board has determined that in 
these clrcuBstances a waiver would permit ETCa to obtain 
financing for transactions in goods without creating undue risk 
to the affiliated bank. In addition, the Board has stated that 
it would consider granting ETCs additional waivers fron these 
collateral requircnents based on specific requests. 

The bill also would relieve extenalons of credit by a 
bank to Its affiliated ETC from tbe quantitative llaita of 
section 23A. These linltations provide that a bank May land no 
more than ten percent of if capital and surplus to an 
affiliate. Tbe BBSA itself lisits eitensions of credit by • 
bank holding cOBpany or its subsidiaries to an affiliated ETC 
. to ten percent of the boldipg eoBnanv's capital and surplus. 
Thus, the bill's proposed esMq^tlon could have the effect of 
significantly Increasiag the eiposuc* of a bank to Its 
affiliates. Tbe Board •tronglj' goco— ends tkat tbe 
quantttatlT* lialto on tfeeso estoasloiw of erotflt b* roeained, 
2. Capital MeooaCT 

la T«*iewiBg aoClcos by baMlnf ocfCfilfctloiM e* 
Invest in BTCs, the Board coosltfero tbe asset* to Ofvitjr fStl* 
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ot each proposed etc on a case-by-case basis, taking into 
account, among other factors, the riskiness of the BTC's 
proposed activities. S. 1934 would prohibit the Board fron 
disapproving a bank's investment In an ETC solely on the basis 
of the proposed asset to equity ratio unless that ratio were 
greater than 25 to 1. 

The Board, by reason of its responsibilities as a bank 
regulator, has historically recognized the need for the 
maintenance of adequate capital in Individual state meBber 
banks and bank holding companies and in the banking system in 
general. Capital- provides a buffer for banking organizations 
In times of poor performance, helps to maintain public 
confidence in particular banking organizations and in th« 
banking system, and supports the reasonable growth of banking 
organizations. An evaluation of capital adequacy is one of the 
major purposes of a bank or bank holding company examination. 

Congress has recognized the necessity for banking 
organizations to maintain adequate capital. In the 
International Lending Supervision Act of 1983, Congress 
required the bank regulatory agencies to 'cause banking 
institutions to achieve and maintain adequate capital by 
establishing minimum levels of capital for such banking 
institutions.* For this purpose, capital requirements, are 
assessed on a consolidated basis, although the capital adequacy 
of subsidiary organizations is also taken Into account. The 
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l«tt«r is nececsacy bacause the conaitlon of affiliated 
ocganizations can have an Important effect on their lelated 
banks. 

In the case of ETCs the Board strongly recommends 
against the proposed legislative standard for the leveraging of 
ETCs. In carrying out Its duty to preserve the safe and sound 
operation of bank holding companies, the Board aust be able to 
examine carefully the capital structure and proposed leveraging 
ratios of bank-affiliated ETCs. Capital adequacy is a critical 
determinant of the financial strength of the ETC and of Its 
ability to withstand unexpected adverse developments so as not 
to affect the financial resources of the parent holding company 
or the safety and soundness of affiliated banks. There is no 
justification for a statutory rule allowing a minimum capital 
level for bank-affiliated btcs substantially less than that 
required for banks, when the ETCs' activities are likely to be 
outside the normal range of banking operations and therefore 
present greater, not fewer, risks. Thus, we do not adhere to 
the presumption of S. 1934 that a leveraging ratio of 2S;1 
would be consistent with the sound financial operation of an 
ETC. Many factors must be taken into account, such as the 
nature of the ETC's business, the size of its inventory, and 
the size of the bank holding company's investment in the ETC. 
Only a case-by-case analysis permits all these factors to be 
taken adequately into account. 
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In this regard, the Board recently acted on a request 
ftom a bank holding company to adopt a leveraging ratio for it* 
ETC that was higher than the 10:1 ratio it had proposed in an 
earlier notification to a Federal Reserve Bank. After 
determining that the nature and riskiness of the activitie* 
proposed for the ETC were similar to those of secured lending 
transactions, the Board approved a leveraging ratio of 17:1. 
This action is illuetcative of the flexible approach followed 
by the Board with respect to the capitalization of ETCs. 

In light of the critical importance of the capital 
adequacy of each subsidiary company in a bank holding conpany 
organizationi the. Board needs to retain its discretion in this 
area. 

3. Exporting Services 

The BESA, read together with the Board's regulations, 
defines an ETC in which a banking organization la permitted to 
invest as a company that is exclusively engaged in 
international trade, and that principally exports, or provides 
services to facilitate the export of, goods and services 
produced bv others . S. 1934 would modify the definition of an 
ETC to include coapanles that principally export goods oc 
set vices produced by themselves or any of their af filiates. 
This revision would pernit a bank to invest in any conpany that 
provides Its own services to foreign customers regardless of 
whether the services relate to trade. 
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Tbe common thread throughout consideration of the 
ociginal legislation waa that the experience and expertlae of 
banks in financing focelgn Investment vas thought to be needed 
by export trading coiipanies — conpanles tbat serve as 
intecaediaries for producers and suppliers of goods and 
servicee in the foreign marketing and sale of their products by 
providing a range of export trade services. It was not 
intended tbat banking organizations would serve as a source of 
capital investment in various service industries generally and 
assume the risks associated with those industries. 

The Board's regulations do not limit the ability of 
bank-affiliated EJCs to offer a broad range of trade-related 
services botb in the Dnited States and abroad. For examplSf 
the BESA and the regulations permit ETCs to provide consulting, 
market researchf marketing, insurance product research and 
design, legal assistance, transportation including freight 
forwardingi warehousing, foreign exchangOf financing and taking 
title to goods, when provided in order to facilitate the trade 
in goods and services produced by others. According to the 
notifications to tbe Federal Reserve, a number of ETCs are 
providing many of the trade services included in this list. 
Moreover, the Board has recognised tbat tbls list of services 
is not exhaustive. For example, upon demonstrating that the 
activities were related to international trade, one ETC has 
acquired a company in England tbat engages in customs ' bonding 
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s«[Vlces and in certain types of inventory control services 
[elated to cross-bOEder trade. In addition, the Board has 
responded favorably to several export trading company 
notifications that specifically contemplated the establishnent 
of overseas offices and divisions. 

The practical effect of S. 1934 would be to change the 
Congresslonally intended emphasis In the BESA from promoting 
U.S. exports and employment to providing a vehicle by which 
commercial banking organizations, through the medium of an ETC, 
could acquire organisations serving overseas customers without 
any benefit to the United States trade or balance of payments 
position. The proposal would thus have the effect of changing 
the incentive in the ETC Act to promote U.S. exports, while 
potentially undermining the public policy objectives embodied 
in the separation of banking and commerce. Such important 
public policy issues should be addressed directly and not 
Indirectly through technical changes in the BESA. 

While the last two provisions of S. 1934, which I will 
now discuss, appear to raise few supervisory concerns on our 
part, the calculation of the export revenues provision, as I 
have mentioned, does raise questions of policy. 

1. Calculation of Export Revenues 

The BESA defines an ETC as a company 'organized and 
operated principally for purposes of exporting [or facilitating 



DigilizaflHyGoOgle 



-15- 

the export of] goods and services produced in the United 
States . . . ■' This definition reflects Congress' goal of 
improving D.8. export performance. In accordance with this 
purpose, the Board's current regulations require that nore than 
half of an export trading company's revenues over a two-year 
period be derived fron D.S. exports. 

Dnder S. 1934 a company would qualify as an export 
trading conpany if its revenues from exports exceed its 
revenues fron Imports, Revenues derived fron third party trade 
or associated with countertrade would be excluded from the 
calculations. This would mean that an 'export trading company' 
could be a company substantially engaged in third party trade 
or countertrade involving two foreign countries, with minimal 
involvement in exporting goods or services from the Dnited 
States. In fact, the proposal could hurt O.S. axports, since 
the goods being traded outside the Dnited States can be 
substituted for goods exported fron the Dnited States. Such a 
result would amount to a substantial alteration of 
Congressional Intent as to th« purposes of ETCs to promote the 
export of U.S. goods and services and would be contrary to the 
original premise for allowing bank holding companies to engage 
in tbls activity; that the increased risks undertaken by a 
bank holding conpany through an ETC would be counter -balanced 
by an increase in O.S. exports. Ultimately, however, it is up 
to Congress to determine whether BTCs should continue 'to have 
as their primary purpose the export of D.S. goods and services. 
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2. Inventory 

The Board's cegulatlons provide that a notice to 
Invest in an etc may be delegated to the appropiiat* Federal 
Reserve Bank, rather than reviewed by the Board, if the 
proposed export trading company will take title to goods only 
against firm orders, or If its Inventory ia worth less than 
$2 million. Taking title to goods involves sufficient risk 
that the Board felt it should have the opportunity on a 
case-by-case basis to review carefully proposals involving this 
activity. The Board wanted to reserve the right to disapprove 
those proposals that could involve unsafe and unsound 
practices, as, fo; example, where a bank-affiliated ETC has an 
inadequate system of management controls, or where the ETC has 
insufficient safeguards to protect against a violation of the 
statutory prohibition against speculation In commodities. The 
Board has In fact reviewed and did not object to several 
notices where projected inventory is substantially greater than 
l|2 million. 

S. 1934 prohibits the Board from imposing a dollar 
limit on an ETC's Inventory unless the Board finds that the 
limit is necessary to prevent material adverse effects on a 
bank affiliate of the ETC. This provision would merely codify 
the Board's current practice and would provide the Board with 
sufficient authority to exercise its supervisory powers in this 
area when i 
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conclualon 

In conclusion, I would like to emphasize again the 
Board's support for a strengthened and expanding export sector 
of the U.S. economy. In this context, we would urge Congress 
to allow for a fair testing of the existing law and to refrain 
at this time from adopting the proposed amendments. 
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Senator Heinz. Dr. Jahnaon, thank you. 

Senator Hattingly, do you have an opening statement you would 
like to make? 

STATEMENT BY SENATOR MACK MATTINGLY 

Senator Mattinoly. Thank you, Mr. Chairman. I would like to 
commend the Senator from Pennsylvania for holding this hearing 
on S. 1934. Like you I had what I thought were reasonably optimis- 
tic expectations of the Export Trading Act of 1982. 1 did not eniect, 
as Secretary of Commerce Baldrige put it, "People lined up for 5 
blocks" to apply for export trading company Btatus, but I did think 
that we would see more enthusiasm. My concern is that the act 
itself, as currently administered, is an actual disincentive. 

The purpose of t^ Export Trading Company Act is to make it 
easier for U.S. firms to enter foreign markets. ETTC's, as they are 
known, provide one-stop export financiiig and marketing services. 
They fdso assume inventory and foreign exchange risks. "Hiey allow 
exporters to make deals through a single channel, especially impor- 
tfmt to small- and medium-sizsl businesses. 

Of particular concern to me, Mr. Chairman, is the so-cfdled 51-49 
rule wherein a minimum of 51 percent of an ETC'e business must 
be exporting. The formula used to calculate the percentage of 
export activil^ in effect penedizes an ETC that engages in that 
form of trade known as countertrade. Countertrade is vital to 
many export deals. While difficult to quantify, it is obvious that 
the volume of global countertrade is increeising. Why should we pe- 
nalize the import portion of a countertrade transaction especially if 
the goods taken in exchange were not sold in the United States? 

I look forward to hearing testimony from today's witnesses. 

Senator Hbinz. Mr. Luft. 

STATEMENT OF R. DAVID LUFT, DEPUTY ASSISTANT SECRETARY 
FOR SERVICES, DEPARTMENT OF COMMERCE 

Mr. LvFi. Thank you, Mr. Chairman. 

Mr. Chairman, members of the committee, I am pleased to have 
this opportunity te address the subcommittee for die Department 
of Commerce and for Assistant Secretary Goldfield, and report on 
the status of the Exporting Trading Company program and what 
might be done to improve it. 

With your permission, I will submit my prepared testimony for 
the record and provide a summary. 

Senator Heinz. Without objection, your entire statement will be 
a peut of the record. 

Mr. Luff. In carrying out its responsibilities under the Eiqx>rt 
Trading Company Act, the Department's Office of Export Trading 
Company Affairs is actively engfiged in promoting the formation of 
export trading companies, providing advice and counsel to poten- 
tial users of the act, maintaining a contact facilitation service, and 
processing applications for antitrust protection under export trade 
certificate of review. 

The current status of the program and a sununaiy of our promo- 
tional eS»t8 are provided in my prepared teetimot^r. I now wish to 
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turn to our concerns with the Federal Reserve Board's title n regu- 
lations and our views on S. 1934. 

DISAQEEEMKNT IN FIVB SPBCIFIC ARKAS 

The Department of Commerce has often ezpressed its view that 
the regulations and adminlBtrative practices adopted by the Fedei^ 
al Reserve Board for its administration of the title n bank ETC 
Program are too stringent to permit bank ETC's to effectively com- 
pete head-to-head with foreign-owned ETCs. Disagreement with 
the Board's r^ulations and practices involve five specific areas. 

One, limitations on the permissible activities c^ a bank export 
trading company; 

Two, the method for calculating whether a bank enxnt trading 
company has met the requirement of deriving more than one-half 
of its revenue in eadi consecutive 2-year period from export activi- 
ties, otherwise known as the 50-percent revenue test; 

liiree, the general limitation of $2 million as the value of goods 
to which a bank export trading company can take title without 
first having a firm onler for resale; 

Four, liimts on financial leveraging, and 

Five, the application of section 23A of the Federeil Reserve Act to 
bank export trading companies. 

Commerce has previously made known its position on the need 
for changes with r^ard to the first three of these items. Secretary 
Baldrige and Chaiiroan Volcker have twice exchanged letters on 
these issues. 

Concern about the application of section 23A and the leveraging 
limitation has been expressed by representatives of the banking 
community as well as the Industry Sector Advisory Committee of 
Commerce and the U.S. Trade Representative. 

Under a streiightforward reading of the title 11 statutory lan- 
guage, a bank-owned export trading company may export its own 
goods and services or it may facilitate the export of goods and serv- 
ices produced in the United States by unafRUated persons. 

Under the Board's r^ulatory definition, however, a bank may 
not export its own goods and services but can only provide services 
to facilitate trade in goods and services produced by others. 

We at the Department of Commerce take exception to the 
Board's reading of the statute. It should be noted that in its 1986 
report on implementation of the act, the General Accounting Office 
supported Commerce's interpretation of the statute. 

With r^ard to the 50-percent revenue test, the Department of 
Conmwrce does not disagree with the Board's rationale that a bank 
ETC must derive more than 60 percent of its revenues from enort 
activities in order to be considered principally in the business of ex- 
porting. What the Department of Conmierce is concerned about is 
the Board's method for calculating compliance with the 50-percent 
test. 

Under the Board's current r^ulations, countertrade transactions 
and fees derived from facilitating third country trade are treated 
on the import side of the ledger for the purpose of the test — a 
method which the Department of Commerce views as a maior dis- 
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incentive to ihe formation of bank-owned ETCs and an impediment 
to tiieir operation. 

TAKING TTTLB OF GOODS MOKE FREELY 

Finally, Commerce has expressed its disappointment that the 
bank affiliated export trading companies approved by the Federal 
Reserve Board have not been able to take title to goods more 
freely. Through its administrative preictice of requiring Washington 
approval of any application propoung to bold inventory in excess of 
$2 million, the Board has effeddv^ signaled prospective appli- 
cants to abide with the $2 million limitation. 

Thus, unlike nonbank export tradii^ companies and foreign- 
owned trading companies witii ties to foreign banks, U.S. bank 
ETTCs generally may not assume risk positions commonly accepted 
in international trade. 

In addition to the concerns about the Board's r^ulations that we 
at Commerce have addressed, members of the banking community 
have voiced their disagreement with the Board's leveraging limita- 
tion and the applicability of section 23A to bank aiTiliated ETC's. 

In contrast to the assets-to-equity ratio maintained by the Japar 
nese sogo ahoeba, the mnTiTnum 10-to-l ratio imposed by the Board 
is quite low. In a study prepared by one of this countr/s major ac- 
counting firms, only 2 of the 8 sogo shosha studied bad leveraging 
ratios of less than 22 to 1 and half of them had an assets-to-equity 
ratio of 30 to 1 or more. 

The proposed amendments to title 11 contained in S. 1934 address 
the five concerns that Commerce and the banking Industry have 
with the Federal Reserve Board's r^ulationa. The proposed amend- 
ments would make it clear that a bank enort trading company 
could export its own services or those of its amliates. 

The amendments affecting leveraging requirements and the ap- 
plicability of secticm 23A of the Federal R^erve Act appear to be 
consistent with the poeitions expressed by a significant number of 
bank ETC re^n-esentatives. 

However, because the Board's limitation on inventory is a result 
of administrative practices, the proposed amendment dealing with 
inventory uught not Etchieve its desired result. Consideration 
should be given to removing any specific dollar limitation in the 
amount of inventory that can be held. The asset-to-equity ratio 
itself places a limit on borrowing capacity and consequently limits 
the aiQOunt of inventory that can be purchased with borrowed 
funds. Tins approach would be preferable to a spedfic dollar limit 
on inventory which has the disadvantage of making no distinction 
between laige and small bank export trading companies. 

Last, the amendments would provide that to meet the revenue 
test a bank ETCs revenue firom exporting U.S.-produced goods and 
services and providing export facilitatian services must exceed its 
revenues derived from importing into the United States. 

While this represents a nugor improvement in the application aC 
the test, we note that it does not credit the bank ETC with export 
revenue in those instances where payment is made in a form other 
than currency. 
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Also, this amendment would exclude revenue derived from facili- 
tating third country trade from the calculation. Servicing third 
country trade activity is an export of a bank ETCs services. The 
revenues earned from providing such services should logically be 
counted as export revenues. 

Although we believe there mi^t be some benefit to considering 
modificationB to S. 19S4 along the lines I have outlined, I wish to 
emphasize that even without any such changes S. 1934 ^uld go a 
long way in improving the operating environment for existing bank 
BTCs and will likely encourage the formation of new bank ETC& 

We are now at an important juncture of the program. The sug- 
gested improvements to title 11 of the act are critical if we are to 
achieve the goals envisioned at the time of the original p 

Thank you, Mr. Chairman. 

[The complete prepared statement follows:] 
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Introduction 

Mr. Chairnan and aeabers of the Coaalttefl, I aa David Luft, 
Deputy Assistant Secretary £or Services, International Trade 
AdBlnlstratlon, U.S. Departnent of Coamerce, I •■ pleased to 
have this opportunity to address the Subcoaalttee and report on 
the status of the Export Trading Company prograa, and what night 
be done to Inprove it. 

The Export Trading Conpany Act of 1982 se«ks to increase U.S. 
exports by encouraging nore efficient provision of export trade 
services to doaestic producers and suppliers, inproving the 
availability of trade finance, and renovlng antitrust risks for 
export activities. The Departaent of Cannerce is the lead Federal 
agency responsible for iapleaenting the Act. In carrying out its 
responsibilities the Departaent's Office of Export Trading Coapany 
Affairs (OETCA) is actively engaged in proaoting the foraatlon of 
export trading caapanie4, providing advice and counsel to 
potential users of the Act, aaintalnlng a contact facilitation 
service, and processing applications for antitrust protection 
under export trade certificates of review. The Federal Reserve 
Board is responsible for adalnlsterlng that portion of Title II of 
the Act that pernits bank holding coapanles and certain other 
eligible financial institutions to oun all or any part of an 
export trading coapany. 

Status of the Prograa 

As of June 10, 19S6, the Departaent of Coitnerce has issued 6S 
certificates of review under the Title III antitrust preclearance 
prograa. In addition, as of the saae date 41 bank holding 
coMpanies have notified the Federal Reserve Board of their 
Intention to undertake equity investaenis in ETCs as provided for 
in Title II. According to a recent telephone survey conducted by 
the Department's Staff 29 out oE the 41 are operational or in a 
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In carrying out the Departaent's Tltls 1 promotional 
responsibilities, the OETCA has conducted a vigorous out-remch 
prograa to inforn the business, legal, and financial coaaunlties 
about the benefits of the Act. For exaaple, OETCA recently 
coapleted a scliedule of nine, FY 86 conferences that were 
cosponsored with the Departnent 's district offices throughout the 
country. This was the latest of a series of outreacb actlvltias 
conducted by OETCA in cooperation with other governaent agencies 
and private sector organiaatlons. In addition, the Departaent has 
engaged in nuaerous presentations to trade groups, agricultural 
interests, and public sectors organiiations on the Export Trading 
Company Act. 

Although CoHBerce does not administer the Title II bank ETC 
prograM, it has, and will continue, to promote actively the 
formation of bank-affiliated export trading coapanles. 
Specifically, this fall we will conduct our fourth bank ETC 
conference. The purpose of these conferences is to bring 
governnent officials together with representatives of the banking 
connunity to explore business opportunities available through the 
ETC Act and to provide a forum for the discussion of regulatory 
concerns. The Federal Reserve Board and the Export-Import Bank 
have been active participants in these conferences. 

Ke have greatly expanded the Contact Facilitation Service 
database, and later this sumaer we will be publishing the second 
edition of the CFS directory. The Contact Facilitation Service is 
a prograB designed to facilitate contact between U.S. producers of 
goods or services and firms offering export trade services. The 
new edition of the directory will contain the na«es of sore than 
4500 U.S. producers and trade facilitation firms. 
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Title II -- Banfc Export Servlcei Act 

The DepartBent of Conaerce bss often expressed its view that the 
regulations and adHinistrative practices adopted by the Federal 
Reserve Board for its adiinistrstlon of the Title II bank ETC 
prograB are too stringent to.peralt bank ETCs to effectively 
coapete hesd-to-head with foreign owned ETCs. On two occasions -- 
Septeaber Zl, 1985 and Septeaber 13, 1SS4 -- Secretary Baldrlge 
wrote Chairaan Volcker requesting the Board's cooperation In 
BOdifylng its Title II regulations to provide broader powers to 
bank ETCs. More recently the Industry Sector Advisory CoBsittee 
for Services (a private sector panel established by Congress to 
advise Conaerce and USTR on trade Issues] expressed strong support 
for changes in the Board's regulations, and specifically reguested 
Coaaerce to convey the ISAC's views to the Federal Reserve Board. 
Industry dissatisfactlAn with the regulations Is also discussed In 
the recently Issued report of the U.S. General Accounting Office 
entitled "iBpleaentatlon of the Export Trading Coapany Act of 
1982". CoBaerce has expressed its agreeaent with the general 
conclusions reached in that study. 

Pisagreeaent with the Board's regulations and practices involve 
five specific areas: (1) llaltations on the peraissible 
activities of a bank ETC; (Z] the aetbod for calculating whether a 
bank ETC has net the requirement of deriving nore than one-half of 
ir period froa export 
It"); (J) the general 
llnltatlon of $2 aillion as the value of goods to which a bank ETC 
can take title without first having a firn order for resale; (4) 
Units on financial leveraging; and (S) the application of Section 
2SA of the Federal Reserve Act to bank ETCs. Coanerce has 
previously aade known its position on the need for changes with 
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regard to the first three of these Itens. Concern about the 
application of Section ZlA and the leveraging limitation has been 
expressed by representatives of the banking coanunity and ISAC-13. 

Linitations on Peraissible Activities 



Under a straightf orwariJ reading of the Title II statutory 
language, a bank ETC »ay export its own goods and services, or It 
may facilitate the export of goods and services produced in the 
United States by unaffiliated persons. Under the Board's 
regulatory definition, however, a bank may not export its own' 
goods and services but can only provide services to facilitate 
trade In goods and services produced by others. Thus, under the 
Board's regulatory definition a bank ETC can not have an eauity 
interest in a U.S. company that exports its construction 
nanageuent services for overseas projects. He take exception to 
the Board's reading of the statute. Title II makes clear that a 
bank ETC may not engage in agricultural production or in 
manufacturing, but the Board's regulatory definition has extended 
the scope of prohibited activities to Include any service that is 
not strictly an export trade facilitation service-. It should be 
noted that in its 1986 report on iaplementation of the Act, the 
General Accounting Office supported Covnerce's interpretation of 
the statute. 

Application of the 50 Percent Revenue Test 



Kith regard to the SO percent revenue test, the Department of 
Commerce does not disagree with the Board's rationale that a bank 
ETC must derive more than 50 percent of its revenues from export 
activities in order to be considered "principally" In the business 
of exporting. What Conmerce is concerned about is the Board's 
method for calculating compliance with the 50 percent test. Under 



DigilizaflHyGoOgle 



derived fron f acllltttiDg third country trade i 
inpcrt side of the ledger for the purpose of tl 



It is CoDoerce's view that, for purposes of the 50 percent test, 
any transaction that involves the sale of U.S. goods or services 
overseas should be considered an export regardless of the method 
of payment. Also, revenues in the form of fees from facilitating 
a third country transaction where goods or services do not enter 
the U.SJ should be treated as derived fron the export of a service 

Limitations on Inventory 



Finally, CoDnerce has expressed its disappointment that the 
bank-affiliated ETCs approved by the Federal Reserve Board have 
not been able to take title to goods more freely. Through its 
■dninistratlve practice of reaulring Washington approval of any 
application proposing to hold inventory in excess of $Z Million, 
the Board has effectively signaled prospective applicants to abide 
with the $Z nillion llnitstlon. Thus, unliVe non-bank ETCs and 
foreign owned trading companies with strong ties to foreign hanks, 
U.S. bank ETCs generally Bay not assume risk positions coBBonl.y 
accepted in international trade. 





■n 23A 


As I have noted earli 
have voiced their dis 


er, b( 

agreei 



, both the banking community and ISAC-13 
th the Board's leveraging 
linitation and the applicability of section ZJA to bank -affiliated 
ETCs. In contrast to the assets-to-eauity ratio maintained by the 
Japanese sogo shosha, the oaximum 10:1 ratio inposed by the Board 
is quite loK. (As with inventory, the Board's administrative 
practice reauiring Washington approval of any proposed ratio 
greater than 10:1 signals applicants to remain within the 10:1 
ratio.) In a study prepared by one of this country's major 
accounting firms only two of the eight sogo shosha studied had 
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leveraging ratios of less tlian 22:1 and half of the conpanies bad 
an essets-to-eauity ratio of 30:1 or vore. According to a 
companion study, although the sogo shosha operate on aarglns as 
low as 1-21, they reeain financially sound In part because of bank 
support of their highly leveraged positions. This high leverage 
enhances the ability of the conpany to realize an adeauate return 
on equity. This saae study also notes that European trading 
conpanles tend to operate ¥itb loner leverage ratios than the 
large Japanese coaipanies. 

Section ZOZ o£ the Export Trading Conpany Act Bakes It clear that 
the purpose of Title II is to provide for "veaningful and 
effective participation by bank holding companies, bankers' banks, 
and Edge Act corporations, in the financing and developnent of 
export trading coepanies in the United States." In furtherance of 
this purpose. Congress declared its intention that the Federal 
Reserve Board should pursue regulatory policies that provide for 
Che establl shnent of export trading companies with powers 
sufficiently broad to enable them to compete with siailtr foreign 
owned institutions. Our bank ETCs do not currently have those 
powers. Within every hanking organisation a bank ETC will have to 
compete for funds and support. Unless It can becoae a profit 
center and compete effectively within the organiiational structure 
it will- cease to exist. The current regulatory environvent 
imposed by the Board is inhibiting bank ETCs from becoming 
effective competitors. Legislative changes in the five areas 
noted above will likely have a significant positive impact on the 
international trade activities of several existing bank ETCs and 
encourage the formation of additional bank ETCs. 

The 
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or those of Its sffllUtes. A bank ETC would, o£ course, continue 
to be prohibited fron engaging in agricultural production or 

oanuf actuTing. 

The amendments affecting leveraging requireaents and the 
applicability o£ section ZJA of the Federal Reserve Act appear to 
be consistent with the positions expressed by a significant nunber 
of bank ETC representatives and the ISAC. However, because the 
Board's limitstion on invenlory is the result of administrative 
practices, the proposed amendment dealing with inventory might not 
achieve its desired result. In the April Z9, 1986 letter fro* 
Chairman Volcker to Congressman Don Bonker, the Chairman states; 

The draft bill would prohibit the Board from imposing a 
dollar liKit on the amount of goods that ETCs may maintain 
in inventory other than on a case-by-case basis. In fact 
the Board currently employs such a case-by-case approach so 
the amendoent to Ihe BESA is unnecessary. No problems would 
be presented by a clarification of the statute. 

This response reinforces the concern ihat, even with the 
amendment, the Board will continue its current practice. 
Consideration should be given to removing any specific dollar 
limitation in the amount of inventory that can be held. The 

and consequently limits the amount of inventory that can be 
purchased uith borrowed funds. This approach would be preferable 
to a specific dollar limit on inventory which has the disadvantage 
of making no distinction between large and small bank ETCs, 

test, a bank ETCs revenue from exporting U.S. produced goods and 
services and providing export facilitation services must exceed 
its revenues derived from importing into the U.S. Khile this 
represents a najor improvement in the application of the test, we 
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■ote that it does nat credit the bank ETC with export revenue ia 
those instances wbere parBcnt is Made in a torm other than 
currency. Also, this aBendMent would exclude reveoue derived froa 
facilitating third country trade fro* the calculation. Sttrviciag 
third country trade actlvltr Is an export of a bank ETC's 
services. The revenues earnfed fron providing such services should 
logically be counted as export revenues. 

Conclusion 



Although we believe there Bight be sobo benefit to considering 
■odificatlons to S:J9I4 along the lines we have discussed, I wish 
Co eaphssiie that even without any such changes 5:1934 should to a 
long way in laprovlng the opereting environaent for existing bsnk 
sTCs and will likely encourage the foraation of nev bank ETCs. 
rbe Departaent of Coaaerce has been diligent In proaoting the 
Eoraation of export trading coapsnies and utilisation of the ETC 
l^ct. He are now at an laportant juncture of the prograa. The 
suggested iaproveaents to Title II of the Act are critical if we 
are to achieve the goals envisioned at the tlae of passage. 
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Senator Heinz. Mr. Luft, thank you very much. 
Mr. Mendelowitz. 

STATEMENT OF ALLAN L MENDELOWITZ, SENIOR ASSOCIATE DI* 

RECTOR, NATIONAL SECURITY AND INTERNATIONAL AFFAIRS 

DIVISION, GENERAL ACCOUNTING OFFICE 

Mr. Mendelowitz. Thank you, Mr. Chairman. I'm happy to be 
here today to discuss GAO's recent work on the progress made in 
implementing the Export Trading Company Act. My full etate- 
onent, which I will submit for the record, summarizes the infbrma- 
tion inouTTeport dated February 27, 1986. 

Senator ImNZ. Without objection, your entire statetnent will be 
made a part of the record. 

BUSINESS RESPONBB BLOW 

Mr. Mendklowitz. As we know, thus far business response to the 
act has been slow. Only 62 export trading companies have received 
antitrust clearance certificates from Commerce and only 40 bank 
holding companies have received Federal Reserve Board approval 
to inv^ in ETC's. And out of those 40, 11 are not active, having 
been either sold, deactivate, or in fact never having achieved oi^a- 
nizational and operating status. 

Generally, exporte facilitated through ETCs have not been sig- 
niiicant. 

When we contacted the ETC's, and especially the bank ETCs, 
they raised a number of concerns about Federal Reserve Board reg- 
ulations. They believed that certain provisions of the act and Fed- 
eral Reserve Board r^ulations cmd policies have affected or will 
:affect their export performance, potential to compete with foreign- 
owned trading companies and ability to survive. 

Of particular concern are the Board provisions that bank ETCs: 
One, must derive more than 50 percent of their revenue from ex- 
porting with third-countiy trade and countertrade counted as non- 
export revenue; two, they cannot invest in firms that themselves 
ei^Mrt services; three, th^ must observe the same collateral re- 
quirements as nonbank amliates when borrowing from the parent 
bank; four, they are discouraged from having a leveraging or asset- 
to-capital ratio greater than 10 to 1, thereby limiting the amount 
that can be borrowed; and five, they must have proposals to take 
title to goods in excess of $2 million except against min orders ap- 
proved by the Federal Reserve Board. 

In our opinion, all five provisionsplace bank ETC's at a competi- 
tive disadvanta^ with nonbank ETC's and foreign trading compa- 
nies and we believe t^t the provisions of your legislation wiU go a 
long way toward addressing the disabilities that the banks in- 
formed us about. 

With respect to the exporting requirement — the measure of 
whether the enort trading company is principally involved in ex- 
porting—we beueve that under the act the Federal Reserve Board 
nas considerable latitude to come up with measures that are less 
burdensome than the measure currently adopted by the Fed; and 
because they are reluctant to come up with less burdensome meas- 
ures, we support the provisions of S. 1934 that would change the 
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we^ in which inincipally for export is determined baaed upon ccmi- 
paring export revenues to Import revenues. 

In addition, with respect to exporting services, we believe that a 
clear reading of the act permits a bank holding company to invest 
in an export trading ctmipany that exp(»is its own services. 

Because the Federal Reserve Board is very strongly opposed to 
permitting this, we believe tiiat the definition of an export trading 
company m S. 1934 is needed EUid is so explicit that, if enacted, the 
Board would no longer mnintnin that an export trading company 
cannot export its own services or services of i^ affiliates. 

This concludes the summary conmients I choose to make at this 
tune and I'd be happy to try to respond to any of your questions. 

[GAO report "Implementation of the Eiqwrt Trading Company 
Act of 1982," may be seen in the subcommittee file&] 

[The cranplete prepared statement follows:] 
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Mr. Ctwinun and NMdMra of tha 8abce««lttMt 

If* arc pl«a»«d to be her« today to dlBCuaa our r«c«nt trark 
on tb« progress Mode In iaplensnting the Bxport Trading Coapany 
Act of 19S2. Hy atatsnent auHurlxea the inforaation diacusaed 
In our report dated February 27, 1986. and provides soa» 
observations we have nade based on our work. 

OVBRVIBW 

During deliberations on how to increase exporta. Congress 
concluded that potential esporta ware not being realised due to 
a nuaber of factors, including a lack of bualneaa eapertia* in 
exporting, liaited financing, and govarnasnt regulations. Con- 
gress believed that to reach a aignificant nuaber of potential 
exporters, well-developed export trading coapaniea (BTCb) were 
needed to provide a full range of trade services and to achieve 
econoales of scale in order to lower unit costs. Congress 
expected that ircs could be aore successful if they ware allowed 
to draw upon the financial resources and expertise of the 
banking systea. It also believed that reducing the antitrust 
Issue as an iapediaent to export trade would be helpful. 

The Bxport Trading Co^>any Act was passed on October B, 
1983, and includes provisions regarding all of these points, it 
sets out to increase exports of products and services by (t) 
providing for the foraation of an Office of Export Trading 
Coapany Affairs in the nepartasnt of Coaawrce to pronote and 
encourage the foraation of btcs, (2) allowing bank holding 
e^npaniss to invest in BTCs, (3) reducing restrlctiona on trad* 
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financing, and (4) modifying the application of antitrust laws 
to export trad« and providing for Commerce to iaaue certificates 
of review for specific antitrust protection. 

Thus far, businesses' response to the Act has been slow. 
Only 62 BTCs have received antitrust clearance certificates fron 
Connerce. And, only 40 bank holding companies have received 
Federal Reserve Board approval to invest in BTCs. Similarly, 
exports facilitated through BTCs have not been significant. 
According to the banks and ETCs we visited, the economic 
conditions of the past few years, particularly the high value of 
the dollar against the currencies of foreign countries, has 
hampered exporting by those BTCs which have been established. 
Yet, in our opinion, bankers and exporters have an increased 
awareness of export trading and are in a position to take 
greater advantage of it as economic conditions become more 
favorable. The increased awareness toward exporting could 
result in the formation of more BTCs and, eventually, in 
increased export trade. 

He believe, however, that it would be unrealistic to expect 
that removal of export barriers in and of themselves would yield 
a major Increase in exports, since U.S. export performance is 
determined by many variables, including the level and growth of 
gross national product In foreign countries; the value of the 
dollar; the availability of International lending and the 
current developing country debt problems; U.S. technological 
leadership; foreign tastes and preferences for and barriers 
against U.S. products; U.S. business attitudes; and impediments 
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(ranted for utaich tb* aatitriut coBcama w«r« prlBclpally 
rcrtlcal. 1h«r« M«r* no wititrast iasocs Cor the r— Inlitg two 
Mrtificat« holdsrs. 

lb* $2 certificate Holders ace geographically dlabureedf 
fitta S lo the Hortheast, 26 in the South (including several in 
lashington, D.C), 16 in the Midwest, and 12 in the West. These 
finu handle a wide variety of products, as shown In a^eitdls II 
:o our report. 

Maay of the firaa we contacted clearly had not done as well 
is they had hoped. Since tbe data collection for our report was 
waipleted several Months ago, we contacted IB of the 33 firas we 
lad previously contacted nod learned that they were still not 
loing as well as anticipated. Six did report an increase in 
ixports this past year, but 10 reported decreases, and 2 
reported no change. They continue to believe that the value of 
:be dollar had been their major pcohlen, but also still cite 
ivailablity of financing as a problen. 

The annual reports filed this past year with OBTCA t^ the 
certificate holders show that sons have done no exporting. Of 
the 40 firas who reported, two went out of business and 14 were 
In the process of getting organized and initiating business 
activities. The remaining 24 firms reported a total of about 
$60 million in export sales. Host of these firms, or their 
■ambers, were exporting before obtaining certificates from 
OBTCA. For example, one of these firms by itself accounted for 
a third of the reported exports and the three largest firms 
accounted for 69 percent. 
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CERTIFICATES OP RHVIBH 

tjndar Title III. any peraoD or firm may request the 
Department of Comnerce to determine In advance whether Its 
export conduct qualifies for specific antitrust protection. To 
date CoDDsrc*, in conjunction with the Justice Department, has 
Issued antitrust certificates of review to 62 organizations 
(including 32 newly organized ones) extending antitruBt 
protection for their export activities. These certificates also 
extend antitrust protection to the export trade activities of 
about 263 firms and individuals participating in the 
certificates. 

Twenty-nine of the firms provide export services to 
facilitate the sale of goods and services of non-affiliated 
firms in export markets, and 33 of them or their members produce 
at least some of the goods or services that are exported. 

The type of export conduct certified can be classified as 
horizontal or vertical. Borizontal arrangements are those In 
which domestic competitors have joined together to fix prices 
and allocate markets, customers, or quotas — 28 certificates have 
been granted for which the antitrust Issues were principally 
horizontal. 

Vertical arrangements are restrictive agreements with U.S. 
suppliers of export products or distributors in export markets. 
They can be non-exclusive or exclusive agreements where the ETC 
can refuse to deal with other U.S. suppliers or other 
distributors In export markets — 32 certificates have been 
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grsntad for which th« aatitruRt concarns <mc« principally 
vvrtical, niar* were no uititruBt Isaaas for th« rvBainlng two 
certiCicat* holdwra. 

Ih« 62 cartificata holders &ca geographically disburasd, 
with 8 in tha Hortheaat, 26 in the South (including several in 
tfaahington, D.C.), 16 in the Midwest, and 12 in the West. These 
firms handle a wide variety of products, as shown in appendix II 
to our report. 

Many of the firns we contacted clearly had not done as well 
as they had hoped. Since the data collection for our report was 
completed several months ago, we contacted 18 of the 23 firms we 
had previously contacted and learned that they were still not 
doing as well as anticipated. Sis did report an increase in 
exports this past year, but 10 reported decreases, and 2 
reported no change. They continue to believe that the value of 
the dollar had been their major problem, but also still cite 
availabllty of financing as a problem. 

The annual reports filed this past year with OBTCA by the 
certificate holders show that sorm have done no exporting. Of 
the 40 firms who reported, two want out of business and 14 were 
In the process of getting organised and initiating business 
activities. The remaining 24 firms reported a total of about 
$60 million in export sales. Host of these firms, or their 
■ambers, were exporting before obtaining certificates from 
OBTCA. Por example, one of these firms by itself accounted for 
a third of the reported exports and the three largest firms 
accounted for 69 percent. 
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Only 26 of the 40 finis voluat&rily reported the nuHber of 
enployeea engaged In exports — and nost had S or leas enployeea. 



Commerce states that one reason for the low number of 
certificates of review is because Title III Is a new process. A 
coDpany must provide proprietary business data to the Connnerce 
and Justice Departments and may want to know that the benefits 
are worth doing so. A second reason may involve the lack of 
antitrust issues; many applications were withdrawn because the 
firms did not have antitrust issues — they did not handle 
competing products, had no need to fix export markets or pricesr 
or did not want to combine with others for this purpose. The 
executive director of a trade association also told us that more 
companies have not applied for certificates because most 
companies are specialized and have such small shares of the 
market that they do not see themselves in potential violation of 
the antitrust laws. 

Other reasons why so few businesses have sought the 
certificates might be that (1) antitrust restrictions are not 
perceived to be a barrier to exporting or (2) businesses may be 
relying on the protection under Title IV of the Act, which 
clarified the antitrust laws in regard to export trade. 
Connerce has emphasized that Title IV may have reduced antitrust 
uncertainty and noted that the extent of its impact on Increased 
exports cannot be determined. 



DigilizaflHyGoOgle 



mt HOLDIBS COMPJUnt IM V ISTI IM B !■ ITCs 

Titl* II pctaits bank bolding computlmut ondar tb* ravisw 
d supvrvisloii of tbm P«d«r«l Kaaarv* Board) to Invest in 
C«. Th« Board gav* approval to bank holding coapanlas to form 

bank BTCai 30 of thaa ara vholly-owned aubaidiariaa o£ tba 
ok holding eo^>ani«at two ar* subsidiaries of bank holding 
■paniaa but allow othar invaatorai and 8 ara joint vantoraa. 

Tba bank RCa arc gaographlcally disbaraad — 13 in tba 
rthaaat, 11 in tba Maat, 6 in ttaa Midwaat, 9 in tba South, and 
• ovaraaaa. Tha total aathoriaad invaataant in tha 40 
^Mniaa ia abont t84 ■lllioni ranging froa a high of $1B 
llioa to a low of f10,000. 

Aa shown in tabla 1, tba sisa of ttia bank holding coapanias 
lich invaatad in tba BTCa variaa conaidarably. Hina aalti- 
tional Bonay oantar banks, accounting tor 10 RCs. raprasant 
I parcant of tha antrovad invastaants. 
Tabla I 



■sa of bank holding ct^pany 



inay cantar banks 
isata over $5 billion 
isats batwaan $1 -billion and 
SS billion 

■sets below $t billion 
lint venture of thraa banks 
.saolvad iTCs 
Total 
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AC th* tina of our aurvay, moBt oE tha bank BTCs were in 
th« fonnatlve stages of getting organized and idantlEylng 
markets and customera. The eight that we visited reported only 
United exports. 

Since the data collection for our report was completed 
several nonths ago, we updated our information. Of the eight 
bank BTCs we visited earlier, only two reported no change tn 
operations or key personnel; four had major changes in the 
otmerahip or operationsi and two had changes tn key personnel. 

In Deceober 19BS, one bank holding company sold Its ETC to 
its managers] a second BVC, organised as a full service trading 
company, had been reduced in size from about 40 employees to 4 
and is now active only In trade financing; a third, which 
represented smsll to medium sized U.S. companies in overseas 
markets, principally China, decided to disband the company Id 
. late January 19B6; and the fourth, although still functioning 
the same as before, has now merged with a trade develo^nent 
group in the parent bank to create a new bank KTC. Regarding 
the two ETCs which have had changes in personnel, one has 
changed presidents and the other continues to provide trade 
development services on a contr acting-out basis but no longer 
has- any staff — its services are Integrated with the bank and 
provided by bank employees. 



More bank holding companies have not invested in BTCs for 
such reasons as (1) they do not service many exporters, (2) they 
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b«Il«v« that ITCs ■hoold IM ond«rtak«a oaly bg large Inter- 
national baalw, or (3) ttwy ballev* th« profitability of an ETC 
is too uncartain and find other areaa of banking nora 
profitable. 

— One baok, for exaaple, advised us that capital ia needed 
for ita lending activitiea. Export trading ia a new area 
vbere Margina are aawll, and- an BTC will be formed only if 
it appeara aore attractive than other businesa areas, 
— Another atated that it can encourage trade and neat the 
needs of its clients Nittaont establishing on BTC. Its 
clients are large naltinational coBpaniaa experienced in 
exporting. 
—A third said that it docs not need to form an BTC to 
provide ita clients with expertiae in exporting. It 
believes that the potential constraints on its capital and 
the strength of the U.S. dollar nade a poor clinate for 
exporting. 
COMCBRHS ABOUT PBDBRAL BBSBRVB BOABD HBGOIATIOWS 

Bank BTCa we surveyed believe that certain provisiona of 
the Act and certain Federal Keaerve Board regulations and 
policies have affected or will affect their export perfomance, 
potential to coapete with foreign-owned trading companies, and 
ability to survive. Of particular concern are the Board 
proTiaiona that bank BTCa (1) must derive oiore than 50 percent 
of their revenue from exporting, with third-country trade and 
countertrade counted aa non-export revenue, (2) cannot Invest in 
firns that thenaalvaa export aarvices, (3> Huat obaerve the aaraa 
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collateral requirements as non-bank aCfiltates Mhen borcoMing 
from parent banks, (4) are discouraged from having a leveraglngi 
or aaaet-to-capitalr ratio not greater than 10 to 1, thereb<f 
limiting the amount that can be borrowed and (5) nust have 
proposalB to tak« title to goods in excess of $2 million (except 
against fimt orders] approved by the Federal Reserve Board. The 
Federal Reserve Board has emphasized to us that it promulgated 
its regulations to reflect a congressional concern for the 
balance between bank participation in BTCs and fundamental 
concerns about assuring the safety and soundness of banks. 

He are sensitive to the concerns reflected in these 
provisions that bank investment in BTCs conform to standards of 
banking and financial prudence. In our opinion, however, all 
Mve provlaions place bank BTCs at a competitive disadvantage 
with non-bank BTCs. 

Bxportinq Requirement - The Act requires a bank BTC to be 
operated principally for the purpose of exporttngi the Board's 
test for this requirement is that more than 50 percent of total 
revenue — including exports, imports, and the sale of foreign 
products in overseas markets — must come from exporting over a 
2-year period. The proceeds of countertrade and trade that the 
BTCs arrange between tdro foreign countries are counted as 
non-export revenue. The bank ETCs argue that if half of the 
business must consist of exports, they may not be able to meet 
the Board's requirement. They assert that, as a minimum, the 
50-percent requirement should encompass more than a period of 2 
years and that a transaction necessary to make an export sale 
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should not b« counted as non-export revenue. For exanple, the 
element of a countertrade transaction involving a third country 
should not be counted as non-export revenue. 

The Board views its 50-percent requirement as assuring that 
the legislative intent is carried out. Importing is less 
difficult, and the Board feels that without the SO-psrcent 
export requirement, bank BTCs would have less incentive to find 
narkets Cor D.S. goods. The Board is reluctant to take what it 
feels would be a stance against the export Intent of the legis- 
lation. Board representatives advised us that BTCs which have 
conxnented on the regulation stated that the problem is anticipa- 
tory; they have had no difficulty meeting the test to date. 

We believe the Board is clearly authorized to establish the 
50-percent export requirement. The term 'principally' in the 
context of the statutory provision contemplates that the 
preponderance of an BTC's activity will not be imports, anil the 
legislative history, at least on the Bouse side, anticipates the 
Board's measuring an BTC's activities in terms of revenue 
shares. Therefore, the Board acted within its authority by 
defining 'principally* only in terns of export revenues and in 
setting the requirement that exports be more than 50 percent of 
all revenues. 

The statute, however, does not itself address how such 
revenues should be calculated or whether revenue should be the 
sole basis for determining if an BTC is organized and operated 
principally for the purpose of exports. In fact, it does not 
even Include the term 'revenue'. Therefore, In setting the 
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50-p«rcent r*quir*iwittf in b«ll«v« tha Board could radefiiw its 
own t«riB 'r«v«nu«s" to includ« only proca«ds froa l^>ort* to aad 
exports fron th« Onit«d Stat«s. Tbia chwige would ordinarily 
axcludai for purposes of aatabliahing whathar an ETC ataata tha 
50-percent requirement r ttia proceeds from foreign products sold 
in overseas markets that do not enter U.S. commerce. The Board 
could also daviaa indices additional to 'revenue* to detamlna 
whether a company is 'organized and operated' principally for 
exporting or for facilitating exports and it could extend beyond 
2 years the period during which qualifying revenues are 
computed. He believe modifications along these lines could be 
framed to have tha effect of reducing the extant to trtilch 
companies view the current regulation as a potential iqtedlmant 
to operations and still assure that exporting would be the 
paraaiount ETC activity. 

In a letter to us dated April 21, 1986, the Board 
reiterated its (1] position on determining whether an BTC la 
organized principally for export and (2) belief that excluding 
revenues from third-country trade would allow, and likely result 
In, BTCs owned by banking organizations engaging. In activities 
unrelated to exports. However, the Board offered no evidanca to 
support its opinion that such a 'worst case' outcome is likely. 
And, we have seen no evidence that would lead us to conclude 
that this is likely to happen. H« do not believe that it Is 
required or desirable for the Board to retain this restrictive 
regulation that may discourage the formation and limit the 
commercial vitality of bank BTCs. 
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S. 193*1 the 'Export Trading Company Amendments Act of 
198S,* would make changes to address this and other natters. 
For computation of the Board's 50-percent requirement, the bill 
proposes to amend the Act to qualify a company as an BTC tdien 
its export revenues, exceed its import revenues; this would 
exclude from the calculation of revenues those third-party 
transactions involving neither exports to nor imports from the 
.□nited States. He support this change. 

Exporting of services - According to the Act's definition, 
a bank ETC is a company which is principally organized and 
operated for either of two purposes. It may itself export goods 
or services produced in the Dnited States or it may facilitate 
the export of goods or services produced in the Onited States by 
unaffiliated persons by providing one or more export trade 
services. 

Onder the Board's definition, however, an ETC can provide 
services only to facilitate the export trade of others. Thus, a 
bank may not invest in an ETC that itself exports services to 
foreign customers. The Department of Commerce disagrees with 
the Board's position on this and correspondence has been 
exchanged about the matter between the Secretary of Commerce and 
the Chairman of the Board of Governors of the Federal Reserve 
System. The Board reasoned that its position that banks ETCs 
serve only as trade facilitators, not as investors in service 
industries, is sufficiently supported by the Act's purpose and 
legislative history. 
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Commerce contends tHat the regulatory definition of an ETC 
adopted by the Board is not supported by either the language of 
Title II or its legislative history, instead, Comerce contends 
that a straightforward reading of the statutory definition 
clearly indicates that Congress Intended an BTC to export goods 
or services itself or to facilitate the exports of goods or 
services of others by providing export trade services. Commerce 
concludes that the Board, by finding In the statutory language 
an 'ambiguity' on which to base Its Interpretation, has merely 
established a vehicle to permit the Board to substitute its own 
view of the proper role for bank ETCa for the role Congress 
expressed In the statute and the legislative history. 

A straightforward reading of the ETC Act's definition of 
■export trading company" permits bank holding companies to 
invest in an BTC which exports its own services. We think the 
Board is wrong in both its position that the definition is 
ambiguous, and its conclusion that the better Interpretation Is 
that an BTC can provide services only to facilitate the export 
trade of others. However, unless the pertinent statutory 
language Is changed, the Board could continue to use this aame 
Justification for Implementing Its view of the statute. He note 
that Senator Heinx, in his introductory remarks to S.1934, 
clearly states his own belief, which we share, that the Board's 
Interpretation of "export trading company" under the ETC Act is 
wrong. We believe that the new definition of "export trading 
company" in S.T934 is so explicit that. If enacted, the Board 
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Hould no longer maintain that an ETC cannot export its own 
services or the services of its affiliates. 

Hr. Chairman, this concludes my statement. I would be 
happy to respond to any questions you have at this tine. 
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Senator Heinz. Mr. Mendelowitz, thank you very mudi. 

There are three areas that I think we ou^t to fbou on where 
there's obvious dispute between you, Dr. Johnson, Mr. Luft, and 
Mr. Mendelowitz and the bill — 3 to 1. 

One is section 28A. The other is capital adequacy. The third is 
the exporting of services. All of you touched on them in your testi- 
mony. 

One item that you left out of your spoken testimony, Mr. John- 
son, was an experience that the Fed apparently had with reepect to 
a speciiic case, on page 8 of your testimony, where you say that in 
one instance a bank lent to its affiliated ETC amounts in violation 
of section 23A without required collateral. 

VIOLATION OF SBCTION 2SA 

I would like to learn a Uttle bit more about that example. How 
did you find out about tiie violation? 

Dr. Johnson. I'm not sure I can expand in a lot of detail about 
the violation but, I assume it came through the examination proc- 
ess where it was determined that the bank did in fact lend in 
excess of the limitations. I think one obvious reason why it was 
found out was that the ETC got into economic difficulty. The ETC 
literally had miyor proUema — survival problems — and ended up 
putting a lot of financial pressure on its parent bank. So because oT 
this, the issue became highlighted. 

Of course, this is one of Uie concerns that we have with banks 
owning ETCs if certain practices 

Senator Heinz. I need father explication of the example. Let me 
just ask you this. Was the loan in violation of both the Board's col- 
lateral requirements in section 23A and the ETC Act's limitatioD 
on loans to an ETC by its bank holding company? 

Dr. Johnson. Just the collateral limitation. 

Senator Heinz. Just the collateral limitation. I gather that the 
FTC was unable to pay back the bank; is that right? 

Dr. Johnson. That's right. It was unable to. 

Senator Heinz. Do we know why? 

Dr. Johnson. I assume because its orders didn't come through; it 
was really not able to develop the business that it had proposed ta 
So because it didn't have sufficient earnings on its investment 

Senator Heinz. How did that affect the condition of the bank? 

Dr. Johnson. Well, it certainly put the bank at more risk. If it 
wanted to continue to support the EJTC, it obviously would have to 
inject some 

Senator Heinz. As a general rule, any investment that isn't as 
good as you planned on making it puts the bank at more risk. I'm 
not asking that. 

I'm asking did this cause the bank to be graded in a di^rent 
way by the Federal Reserve? Did the bank go into a more stringent 
supervisory cat^ory? What happened to the bank? Did it get in 
trouble as a result of this or not? 

Dr. Johnson. Well, I don't know about its latest examination 
report. My understanding is it just simply had lower earnings as a 
rMult. 
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Senator Hkinz. But it didn't cause the bank to be claBsified in a 
different cat^ory? 

Dr. Johnson. No. Of course, it may not have been examined 
thoroughly since that time, so the problem could end up aifecting 
its composite rating. 

Senator Heinz. But as far as we know today, it didn't? 

Ihr. Johnson. As far as I know. 

Senator Heinz. And what action did the Federal Reserve Boeird 
take when it discovered this? 

Dr. Johnson. 1 would say there was a letter of understanding 
submitted asking them to correct the violation. Of course, if that 
continued, then a cease and desist order would have to be issued. 

Senator Hkinz. Do we know if the violation was willful or was it 
xinintentional? 

Dr. Johnson. No, I'm not aware. We don't really loiow. I assume 
it was unintentional. 

Senator Heinz. All right. 

Now let me ask Mr. Luft a question. Mr. Luft, Dr. Johnson has 
made a case that if we retain the section in the bill on section 28A 
that gives the export trading companies the freedom to operate 
that the Fed is now denjring them, that this will have very serious 
safety and soundness problems for the Fed in its supervisory re- 
sponsibilities. How do you answer that? 

Mr. LuPT. Thank you, Mr. Chairman. We at the Department do 
not see a high level of increased risk. As I stated in my testimony, 
the leveraging ratio in itself provides some limits on what a bai^ 
would be able to extend to its export trading company. 

If I may be permitted a i>ersonal observation, I was a commercial 
banker active in international commercial banking for approxi- 
mately 7V% years. I think that this is more a matter of supervision 
than one of regulation. 

By means of increased supervision, the dangers that would come 
firom such a thing, which I do not believe are substantial, could be 
avoided. Naturally, this has some resource implications. However, 
my dealings with foreign-owned trading companies, in particular 
the Japanese ones, lead me to beUeve ^lat they are quite capable 
through internal management techniques of operating with much 
fewer constraints than our companies do. 

In fact, our companies are at a competitive disadvantage vis-a-vis 
the foreign owned ones in this regard. 

Senator Heinz. Thank you. 

Let me ask Mr. Mendelowitz a question. Mr. Mendelowitz, Dr. 
Johnson makes the safety and soundness ai«ument against, well, 
really all of the three provisions that we are discussii^. 

The GAO is uniquely qualified to assess what is and is not sound 
in terms of accounting and, by extension, perhaps what is and is 
not relatively safe in terms of risk. 

Can you respond to Dr. Johnson's concerns? 

SAFETY AND SOUNDNESS ISSUE 

Mr. Mendelowitz. I think that with the passage of the Export 
Trading Company Act a stetement was made by t^e Congress that 
in their judgment it was permissible to trade off some modest level 
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of concern about the safety and soundness of banking in return for 

the benefits to the economy from the export performance that was 
hoped would ensue from the pasBage of tiie Export Trading Compa- 
ny Act find bank involvement in export trading companies. 

The way the r^ulations have been written, there has been, I 
think, very little increased risk to banks from the {ictivitiea of the 
export trading companies that they currently have invested in. So 
really what you're talking about is conflictmg national priorities 
and in essence what you're talking about is the extent to which 
you are willing to trade off some modest increased risk to the bank- 
ing system for improved export performance. 

Senator Heinz. You say the increased risks to the banking 
system are modest. I happen to agree with you. Why are they 
modest? 

Mr. Mendelowttz. I think that the restrictions on the amount of 
capital that a bank holding company can invest in tai export trad- 
ing company end the restrictions on the amount of lending that a 
bsLok is permitted to make to any one borrower in essence insulate 
a bfink holdii^ company from any mcgor risk associated with the 
activities of its hank export trading company. 

Senator Heinz. Dr. Johnson, what Mr. Mendelowitz is saying is 
that banks have legal investment and lending limits with regard to 
export trading company afliliates. They are spelled out in the law. 
Yet, they are also being subject to the very restrictive collateral re- 
quirements of section 23A. 

Why do we need both, if you have the very strict investment lim- 
itations that we put in tiie statute precisely for that purpose? 

Dr. Johnson. I know this sounds like a "Johnny-one-note" 
answer, but I think that there are some concerns with the int^^^ 
of the rules on bank affiliates in terms of safety and soundness. I 
hate to keep getting back to it — but it is I think the most impor- 
tant issue at stake here. Because the banking sector provides a 
msyor social service, depositors are protected and banks have a 
safety net through the discount window with the Federal Reserve. 
Thus, there is to a degree Federal subsidization of risk taking by 
banking institutions. 

That really is what leads to the supervisory requirements that 
an organization affiliated with a bank has to meet similar r^ula- 
tory standEirds. Because there is a Federal financiEil safety net pro- 
vided to the banking industry, and because of this subsidized risk 
taking, there is the potential that managers of banking institutions 
and their affiliates could step over risk bounds. I thmk that you 
have to maintain the int^^ty of these rules to protect against 
such risk. 

Now we have granted waivers. Senator, on the collateral issue 
and I think we liave tried to be reasonably flexible about this, and 
if an ETC were to apply to tiie Fed with a proposal that maule it 
clear that it was undertaking a low-risk activity, I think that we 
would feel comfortable with granting waivers on the collateral re- 
quirements. 

Senator Heinz. You say that the Federal Government subsidizes 
risk taking by beuiks. That's probably true. 

la foreign lending risky? 
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Dr. Johnson. It's turned out to be foirly risky, yea. I would say 
that it depends on what kind of loan you make, but obviously any 
loan is potentially risky, and that's why we have capital require- 
ments. 

Senator Heinz. Which is riskier, lending for the balance of pay- 
ments of a country whose debt service eibility depends solely on the 
performance in the marketplace of the price of one commodity, or 
lending or investing in a company owned and operated by Ameri- 
cans from Americans for the purpose of conducting export trading 
company business? Which is riskier? 

Dr. Johnson. Well, I think, once again, traditional lending has 
the kinds of protective features associated with it that 

Senator Hkinz. I understand all that, but I asked a question. 

Dr. Johnson. Well, first of all, it depends on the case-li^-case sit- 
uation. It's very difficult to judge. 

Senator Heinz. Well, there are a lot of cases where the debt serv- 
ice ability of sta individual country first of all dep^ids on their 
ability to export at a profitable or reasonable or some kind of price 
that they can make some money on — coffee, oil, copper, tin, dia- 
monds, uranium, whatever it may be — and there are plenty of in- 
stances, too, where banks have lent — American banks that you say 
are subsidized — ^have lent for balance of payments purposes in situ- 
ations just like that 

Maybe you feel uncomfortable answering my question. 

Dr. Johnson. No. 

Senator Heinz. I don't blame you if that's the case. 

Dr. Johnson. Senator, first of all, export trading companies can 
borrow from any nonaffiliated bank under whatever conditions 
they can n^otiate in the market. It's really just the actual affili- 
ation with a bank that's a problem. If any export trading company 
has a good proposal, they can approach any bank for loanable 
funds for that project. 

I think our concern is a direct affiliation with a bank and the 
potential conflict and safety and soundness questions that are in- 
volved. 

RISKT LATIN AMERICAN COUNTRIES 

Senator Heinz. Well, let me ask you this. Would you like to 
name one or two Latin American countries that are relatively 
risky to lend to right now, or would you rather not mention aiqr 
nanoee? 

Dr. Johnson. I would rather not. 

Senator Heinz. Would you agree that there are several— not just 
the one immediately to our south — but that there are severed that 
poee some substantial risk problems and there are probably others 
out there that we haven't quite as clearly identified that could get 
into scnne difficulty? Would you agree with that general statement? 

Dr. Johnson. Yes. 

Senator Heinz. Does the Federal Reserve have any limit on how 
much of capital and surplus an individual bank can lend to, say, 
Mexico? 
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Dr. Johnson. Well, there are rules on lending limitations and 
concentration of assets. There are capital ratios that are required 
in any country lending as well as any other type of loans. 

Senator HuNZ. Well, Senator Prozmire and I are the authors of 
the International Lending Supervision Act which we're going to 
hold a hearing on in 1 week. Senator Prozmire, as I know you 
want to do and I weint to do — and you may have some administra- 
tive guidelines that jrou follow. They are not part of the statute. 
And last — and this is one of the purposes of the hearing — I was not 
aware that you had specific limitations on individual countriea as a 
proportion of capital and surplus. Are you sure you do? 

Ih*. Johnson. Well, what I'm referring to is the fact that tbert 
are Bpecilic reporting requirements for country exposure. 

Senator Hznrz. Reporting requirements? 

Dr. Johnson. Yes. 

Senator Hzinz. They are a little different. 

Dr. Johnson. But, of course, our advice in a supervisory sense 
would he if a bank was overly concentrated in one particular coun- 
try, that would certainlv affect its potential rating. 

Senator Heinz. Is the Bank of America overconcentratal in 
Mexico? 

Dr. J(«N80N. I would say it's got a fairly large portfolio of Mexi- 
can loans. 

Senator Heinz. Are you doing anything to them for being 0V6^ 
concentrated? Are thw being punished? 

Dr. Johnson. Well, I tlunk that 

Senator Heinz. Other than by the fact that they're tiiere? 
[Laughter.] 

Dr. Johnson. Well, I think certainly we're stressing capital ade- 
quacy in a case like tiiat and loan loss reserving. 

Senator Heinz. And your advice in a hypothetical situation like 
that is to have them cut back on their loans? 

Dr. Johnson. Well, if they meet the capital adequacy require- 
ments we are not getting into trying to allocate credit for them. 
There's a certain amount of risk-taking that banks can undertake, 
but they have to meet certain safety and soundness rules. 

Senator Heinz. Isn't your advice, though, in fact, to a bank like 
the Bank of America which may be — may be overextended in one 
country to tell them to increaso their capital? 

8. 1934 PHEVKNTS BANKS anTING OVEBKXTBNI»n 

Dr. Johnson. Well, I think that's safe to sa^, yes. 

Senator Heinz. Well, what we have in this legislation, I would 
submit, prevents even with the enactment of S. 1934 as it stands, 
prevents you getting into anything like what you have with indi- 
vidual banks oeing overextended with respect to any individual 
coun^. Why? 'Bemuse there's a 6-percent limit on investment in 
an afluiate— a bank holding affiliated export trading company^-a 
lO-percent limit of cai^tal and surplus on any loans. 

Now do vou agree that that would clearly prevent the kind of 
|>robleins that maiur lai^ banks are having with respect to their 
mtamaticaial loans? 

Dr. Johnson. I would say that's very useful, yes. 
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Senator Heinz. All right. I thank you veiy much for a very help- 
ful response. 

Senator Prozmire. 

Senator Psoxmibb. Dr. Johnson, I understand you have to leave 
shortly so I'm going to ask you some quick questions first and I'll 
get tl^m in as fast as I can. 

As you note in your testimony, there are a couple of thousand 
nonbmk affiliated ETTC's in this country which help our mfmufac- 
turers export an awful lot of goods. 

During an April 22 hearing on the House side, Mr. John Bowles, 
speaking for the nonbank ETC's, said: 

lite pn^Kwal in the Heiiiz bill to permit bank-controlled trading companies to le- 
WMKBpe at 25 to 1 would create a competitive disparity and the baiik-ointrolled 
ETC^ would be able to drive the independent ETCs out of tbe marketplace. 

Do you think that concern voiced by Mr. Bowles is a valid one? 

Dr. Johnson. Well, I think it certfunly is a good point because 
it's n^ understanding that t^e average capital ratios of nonbank 
affiliated ETC's is only about 2 or 3 to 1. In fact, nonbank affiliated 
ETTCs have very low levereiging ratios and are trying to pursue rea- 
sonab^ prudent approaches to export trading Eictivities. Allowing 
25 to 1 leveraging to bank affiliateB would put nonbank ETTC's in a 
veoT difficult competitive situation. 

Senator Proxmire. Now I imderstand that nonbank-owned ETCs 
often find it difficult to obtfdn financing from our banks because 
their business is considered so risky. There was testimony on this 
on the House side. 

If this is true and if banks find it quite risky to lend to nonbank 
ETC's, why should Congress permit bemks to be less strii^ent in 
lending to their affiliated ETC s? Any comment? 

Dr. Johnson. Well, I think that's a good question. That's one of 
the reasons why we have tried to be reasonably careful but flexible 
at the same time in setting standards for bank Eiffiliated ETCs. 
Iliere is this potential for activities between a bank and its ETC 
affiliate that could present safety emd soimdness risks with respect 
to direct lending to an afiiliate. That's why we do have section 23A 
in the Federal Reserve Act. So I think that we need to be very 
careful about this. 

EXFANDXn POWXRS FOR OVKSSBAS ETC's 

Senator Proxmire. Now as I read the legislation, it would permit 
a bank-owned export trading company to sell services abroad when 
the services are preduoed directly by the hank or its affiliates. It 
seems to me this language would permit a bank holding company 
to own imd operate a U.S. insurance company or securities firm as 
long as all of the insurance products or securities services were 
sold outside the United States. 

Afl you know, banks have lobbied the Congress long and unsuc- 
cessfmly to obtain these powers. 'This Irill would seem to give it to 
them under the cover of an export trading company, at least as far 
as intemation^ sales are concerned. 

Once the framework was established, it would be but a small 
step to persuade Congress to remove the artificial barriers and 
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allow their iiiBurance or securities subsidiaries to sell to U.S. citi- 
zens. 

Can you comment on the reach of this legislation? 

Dr. Johnson. I think one of our big concerns is the fact that it 
would make it possible for the traditional separation of commerce 
and banking to actually break down for foreign operations. Of 
course, this then would allow BTCs to get into almost any of the 
nonbanking-related services that are currently disallowed under 
the Bank Holding Company Act in the United States. 

This is an important question of comprehensive bank regulation, 
but I think that if it's going to be ftddressed it ought to be ad- 
dressed directly through the Bank Holding Company Act itself 
rather than in this manner. 

Senator Pkoxmike. Well, I hope we can call Senator Dodd's at- 
tention to that and other people who are very interested in that 
particular aspect. 

It seems to me the l^ialation is even broader than permitting 
banks to engage in insurance or securities activities. It allows an 
export trading company to ei^age in any business — any business — 
for the purpose of imxlucing exports. 

Moreover, the export trading company could import an equiva- 
lent amount of goods or services produced abroad by an overseas 
subsidiary for sales in the U.S. market. 

Thus, bank holding companies would be free to engage in virtual- 
ly any activity from sellii^ securities on the one hand to manufac- 
turing steel Euid selling those products both in the United States 
and abroad. 

Can you comment on that possibility? 

Dr. Johnson. WeU, once again, I tmnk that's one of the concerns 
we have. 

ENCOUKAOED JOINT VSNTUBE ACnvmES 

Now one of the things that we have allowed and that we encoui^ 
age, and which can achieve some of the results that have been a 
concern to other members of this panel are joint ventures between 
purely commercial enterprises those producing nonfinandal goods 
and services — and bank affiliated ETC?8. 

We think that beii^ able to facilitete the marketing of U.S. pro- 
duced goods Emd services through these joint ventures can achieve 
what is being sought here witjiout violating the standard limita- 
tions between commerce and banldng. 

Senator Pboxmirk. Thank you. Dr. Johnson. Dr. Johnson, I don't 
have any farther questions. I know you have to leave. I have other 
questions for Mr. Mendelowitz and Mr. LufL 

Senator Hunz. Very well. Senator Proxmire, I have one or two 
questions for Dr. Johnson and then I'd be happy to recognize you 
at that point to continue your questioning. 

Senator Pboxmibb. All right. Fine. 

Senator Hdnz. Dr. Johnson, with respect to the leveraged ratio, 
S. 1934 prohibite the Board from disapproving a bank's investment 
in an KTC solely on the basis of the ratio imless it were greater 
than 25 to 1. 
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You (KMnt out that many tBcton have to be taken into acoount I 
dtm't diaagree with that— the nature of buaJneaa. the aiae of inveik- 
tonr, sne of the investment in the ETC, and 80 fraih. 

why k that different from what I'm saying; namely, that a 
single btctae—in this case a specific leverage ratio — shoiud not be 
dinaoaited? 

Dr. Johnson. I think the problem is that if you just have a 
standard 25-to-l ratio it allows an ETTC under any drcumstanoes to 
leverage itself as much as 25 to 1. On a case-by-case basiB you have 
to om^ider the spedal drcumstances and the degree of risk-taking 
involved in the activity. So I think under a low-risk 

Senator Heinz. But the act wouldn't prohibit you from making 
judgmentB en a case-by-case basis. Hypothetically, if an export 
tramng oompeiQr bad a 24-to-l ratio and you looked at it and said, 
"Wall, that^s a pretty high ratio. We can't disapprove it just simply 
because of tha^ but it seems to us that all the egp are in cue 
basket and the basket has a hole in it and so forth, it b a very large 
inveabnent, it's a "niTimiim investment, maximum loan oy the 
bank in thu instance, and it's a commodity in which there's alot of 
riak." Too could find other fectors that caused you to make a case- 
by-case decision if it was warranted. 

Our problem is that it appears that the Fed is looking at any- 
thii^ over 10 to 1 and saymg that's too risky irrespective of the 
nmta, and that's our problem. 

Wlqr can't you turn it aad look at it as I've just described? 

Dr. Johnson. Well, I think our feeling is that we would rathu- 
ke^ these standards consistent and grant an exception when there 
is a particalarly low-risk activity, rather than actually change the 

Senator Hknz. Don't you think that saying that if you're over 10 
to 1 we're going to give you the Federal Reserve version of the 
third degree and you may or may not get a waiver, don't you think 
that aends a pretty chilling signal? 

Dr. Johnson. Well, in fact we have granted a leveraging ratio o( 
up to 17 to 1. 1 think we have been reasonably flexible in this area 
and I would bate to support an across-the-board standard of 26 to 1. 
I think that that kind of leveraging is extreme, especially relative 
to what nonbank affiliated trading companies are doing alreathr 
now— they are really only leveraged about 2 or S to 1 aa it stanw 
now. 

Now this is not to say that some additional leveraging couldn't 
take place to fodlitate more export trade, but we think that as 
much as IT to 1 is plenty adequate to deal with any proUems 
irfiich might exist 

Senator Hkinz. Did anybody on the Board ever run an export 
trading company? 

Dr. Johnson. Well, I haven't asked, but I'm not sure. 

Senator Hkinz. When you said that the Board feels it's adequate 
to run an export trading company, I had the impression there must 
be a lot of exportise there in that area. 

Dr. Johnson. Maybe other people are hearing it, but we're not 
getting major complmntB about our supervisory requirements. The 
KpTifc-itig industry, from my understandmg, has been reasonably sat- 
isfied with our administration of the Export Trading Company Act. 
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Senator Hsmz. Mr. Mendelowitz, is that your finding? 

Mr. MendeijOwttz. I think that they have been satidied with the 
processing of forms and documents associated with the petitionB, 
but as we pointed out in our testimony and in our report, they do 
feel that the restrictions that S. 19S4 is attempting to deal wiui do 
place them at a competitive disadvantage. 

Senator Hkinz. I've got one last question for Dr. Johnson. We'll 
get you out of here almost on time. 

EXFOBT or SERVICES 

You made a point in your testimony on pa^ 12 of objecting to an 
ETCa export of its own services and/or services by others, or both. 
And you go on to say that that wasn't intended hy the original act 
and that you can't see any reason why this is gomg to braiefit the 
UJ5. trade or balance-of-payments position. 

Isn't the export of services very important to our balance-of-pay- 
ments position? 

Dr. Johnson. Yes, but I think the point that I was trying to 
make there was that I don't think that export trading companies 
were intended to be direct competitors with other exporters. I 
think tiie way we view the export trading company is more as a 
facilitator of export trade by U.S. domestic firms and, in fact, we 
don't want them getting into export competition. We want them to 
facilitate the export trade of existing firms. 

Now the other point about export of services directly from the 
ETC, it's not a hEU*d and fast rule. In fact, we have a ust and we 
have approved a number of export trading company services that 
are direct export services — consulting and other types of services. 
We have allowed export trading companies to actually deal in 
trades tmd we've even approved some warehousing activity. 

But I think the concern is that if we make this a general princi- 
ple, that we run the risk of ETTCs getting into nonbanking activi- 
ties abroad and end up locating abroad, selling nonbanking serv- 
ices, financial and commercial, directly to foreign customers. 

Senator Heinz. But aren't foreign banks engaged in all those 
things abroad? 

Dr. Johnson. Well, some of them. Some foreign banks are, yes. 

Senator Heinz. Wouldn't you say that a lot of tiiem are? un't 
merchant banking beyond the United States the rule rather than 
tiie exception? 

Dr. Johnson. Well, I don't know if I would say it's the rule, but 
there's certainly a fair amount of it undertaken, yes. 

Senator Heinz. Just to wrap it up. I don't want to detain you fur- 
ther. I gather that your concern has to do with the fact uiat you 
are uncomfortable with the export trading companies that are 
bank afBliatad getting into the export of services produced Inr 
others, but not for safety and soundness reasons. It has to do witb 
competing overseas against pe<^le who may or may not now be 
competing overseas. 

So it's a philosophical issue rather than a safety and soundness 
issue. Is that correct? 

Dr. Johnson. Well, no, I wouldn't go that far. I would say I 
would have to look very carefully at ue kind of deposit support 
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Btructure and nfety nets that financial services are given through 
their individual govemmentB to aay whether it's a safety and 
soundness question or a competitive issue. 

Senator Hkinz. But your objection is lodged on the safety and 
soundness Uiat this is risky for them to e^ort the services pro- 
duced by others? Fm not saying that it's not imposmble for a bank 
holding company to do something badly and get itself in trouble. 
Fm just txyjng to figure out whether you attach to the export of 
se rv ioe e produced by others a hi^ier degree of risk in that export 
than the services produced by the export trading company. It's not 
ea«y for me to see the difference in terms of risk. Maybe you see 
something I don't see. 

Dr. Johnson. The risk may not be any greater, but the point is 
that one is hank affiliated and the other is not. 

Senates- Hxinz. All right. Then I think I understand. It's more a 
question of the separation between banking and commerce. 

Dr. Johnson, lliat's correct. 

Senator Hknz. As opposed to safety euid soundness per se by get- 
ting into a riskier line a! business? 

Dr. Johnson. But I think my point is that export trading activi- 
ties are in general riskier than banking-type activities. 

Senator Hunz. Do you remember our discussion about foreign 



Dr. Johnson. Yes, yes. I said "in general." 

Senator Heinz. Do you still want to stand by that statement? 

Dr. Johnson. I still think that's a fair statement in general. 

Senator Hbinz. Well, let the record show that people should 
check hack further in the record. 

Dr. Johnson, I don't have any further questions for you. 

Senator Proxmirb. Dr. Johnson, before you go, I do have just one 
final question. 

EXPOSUBK TO 2&-TO-1 LEVBBAGING 

bn't it true that since the equity investment of a bank in an 
ETC can be 5 percent of the bank's capital, and you multiply that 
by a 25-to-l leverage, it means the bank is exposed up to 125 per- 
cent of its capital since the market expects it to stand behind the 
debt of the ETC? So if the ETC fails completely, down goes the 
hank. Isn't that right? 

Dr. Johnson. If it were leveraged to that degree and it failed, 
yes, that would more than likely cause the bank to fail. 

Senator Pboxmirb. Iliank you. 

Senator Heinz. Mr. Johnson, tiiank you very much. 

Senator Pboxmibb. I have a few questions for Mr. Luft and Mr. 
Mendelowitz. 

Senator Heinz. Senator Proxmire. 

Senator Proxwre. Mr. Mendelowitz, on page 12 of your testimo- 
ny you mention the Apnl 21, 1986, letter sent by the Fed to the 
GAO about whether the Board is correct in sayii^ that a bsmk Etf- 
filiated ETC must derive more than 50 percent of its revenue from 
exporting with third country trade and countertrade counted as 
nonexport revenue. 
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You note that the Fed in its letter cited that it believes that ex- 
cludii^ revenues from third country trade would allow and likdy 
result in ETC's owned by banks engaging in activities unrelated to 
exports. 

You then criticize the Fed for ofTering no evidence to support its 
opinion. 

What evidence does the GAO have or cite that the Fed's worst 
case outcome is not likely to occur and how do you respond to the 
Fed's contention that adopting Senator Heinz* proposal on this 
issue would mean that an export trading company could be a com- 
pany substantially engaged in third-party trade or countertrade in- 
volving two foreign countries with minimal involvement in export- 
ing goods or services from the United States? 

Mr. Mendelowitz. Senator, the reason why we formulated that 
presentation was twofold. The Fed in its reply to our report said 
that it viewed as a likely outcome of the removal of this restriction 
that a bank ETC would suddenly find itself predominemtly involved 
in nonexporting trade, but it didn't offer us Emy data or support or 
evidence to help us understand the basis for this contention. 

In the course of our work we did not come across any evidence 
that would lead us to believe that this is likely. 

LACK OF EVIDENCE 

Senator Pboxmibe. My question is: What evidence does the GAO 
have for saying that the Fed's worst case outcome is not likely to 
occur? 

Mr. Mendblowttz. It's the absence of any evidence that it would 
occur that forms the basis of our position. 

Senator Proxbure. You don't have any evidence that the worst 
case outcome is not likely to occur, do you? 

Mr. Mendelowitz. There are two circumstances. They presented 
no evidence that the worst case would occur and in the course of 
our data collection on our project — and we talked to a lot of export 
trading companies and traders and banks, et cetera — that did not 
arise as a likely outcome. 

Senator Proxhibe. So there is no evidence on either side? 

Mr. Mendelowttz. I would say that if you look at the 40 bank 
holding companies that have received authority to invest in export 
tradii^ companies, there are only 29 that are active. Essentially 
about a qu^ter or more aren't active. And from our perspective, 
based on this kind of evidence that we have uncovered, I would say 
that rather than engaging in — beised on the record of the past sev- 
eral years— rather th^ suddenly engagii^ in trade imrelated to 
U.S. exports and involvii^ themselves entirely with third country 
trade, et cetera, it's more likely that these export trading onnpa- 
nies would just cease to exist rather than go the route suggested by 
the Board of Governors. 

Senator Pboxmibb. On pages 9 and 10 of your testimony you cite 
five concerns expressed by bank export tradiim companies about 
the way the Federal Reserve Board regulates them. One of these 
concerns was that bank ETC's "must observe the same collateral 
requirement as nonbank afliliates when borrowing from parent 
banks." 
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You say the GAO beUeves that prxmsion, along with the other 
feor oooceToa dted, "places bank EfrCs at a competitive disadvan- 
tago with nonbank ETCs." 

Mr. Mkndblowtr. Correct. 

Senator Pboxmirk. Now can you please tell me how requiring a 
bank ETTC to observe the same collateral requirements as a non- 
bmk ETC whom borrowing from a parent bank gives the nonbank 
ETC a competitive advantage? 

klr. MKNiiELOWTrz. I believe the point that we're trying to make 
ii that there are restrictions that are placed specifically on ni>n- 
bank afBliates of bank holding companies. The bank ETC Han the 
wne type al restrictions aa a nonbank afTlliate of a bank holding 
company irreqtective of what it's doing. Therefore, a bank export 
trading company has greater restrictions placed on it than a lum' 
bank ETC. 

The lack of equal competitive standing, in essence, is betwMin 
the bank ETC on the one hand and any other export trading t«ritit,v 
that it's competing with on the other. 

Senator Proxmirk. But one of the concerns you state is that the 
bank ETCs must observe the same collateral requirementit iw the 
nonbank affiliates in borrowing from parent banks. 1 can't lor the 
life of me see why that gives any disadvantage one way or the 
other. That seems to me the fair way to go. They both are the 
same. 

Mr. Mknoelowitz. Well, it's nonbank affiliates of a bnnk holding 
company. For example, an independent export trading cuiiipimy 
that would go to a bank to borrow is just an independent cumpany 
seeking a loan. It can borrow with a secured line of credit; ur, it 
can borrow with an unsecured line of credit and it would be unaf- 
fected by that collateral requirement. The only companies that are 
affected by the collateral requirement are the bank ETC'a and 
other affiliates of the bank holding compemy. 

Senator Psoxuibb. Mr. Luft, in your testimony dealing with the 
isBues of leveraging and section 23A of the Federal R^rve Act, 
fou contrast the Fed's administration of these provisions with the 
way export trading companies relate to banks in Japan. 

JAPANESE TRADING COMPANY PRACTICKS 

Now don't you agree that the practices of the Japanese banks 
nith respect to their trading companies eu'e not a fair comparison? 
After all, Japanese banks lend in Ieu^ part according to Govern- 
ment guidelines. The United States has rejected that approach in 
favor of market rather than governmental allocation of credit in 
laws designed to ensure that banks remain impartial arbitrators of 
credit, uninfluenced by ownership ties to borrowers. 

Why do you think the Japanese experience with ETCs is rele- 
vant to our Federal Reserve Board's concerns about the safety and 
soundness of U.S. banks? 

Mr. Lurr. Thank you, Senator Proxmire. I think it is relevant be- 
cause it's not a question of whether or not a comparison is fair, but 
rather an assessment of what is actually going on in the real 
world. 
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The leverage ratio that the Japanese sogo shoaha show Is a ptior 
cipal factor that has led to their verv succeesful pursuit of interna- 
tional businesB. There are ways otner than the higher leverage 
ratio of 25 to 1 proposed in the oill to become auccesaml. For exam- 
ple, in Europe you often have the situation of a house bank tie 
with the export trading company. This means that that bank will 
have representation on the board of directors of that foreign entity 
which gives them much closer access to the internal facts and fig- 
ures of that company and allows the bank then to do the financing 
that the Japanese sogo shosha would do on its own account. How- 
ever, this other principal method is also protdbited in tb« United 
States because of the operation of commerce and banking. 

Senator Pboxmtre. Mr. Luft, I want to follow up on my question 
to Mr. Johnson on leveraging. There are thousands of nonbanlt 
ETCs leveraged at 2 or 3 to 1. The Heinz bill allows bank ETCs to 
leverage at 25 to 1. Nonbank ETC's contend that this proposal 
would so disadvantage them eis to drive them out of business. 

Do you think that s a valid concern on their part? 

Mr. Lupr. No, I don't. Senator. First of all, we have to remember 
that bank-owned ETC's are excluded from two very large ranges <rf 
activity — manufacturing and agricultursil production — whereas the 
nonbank ETC's can be involveid in those kinds of things. So the 
realm of competition is, first of all, quite limited. 

Second, I tiiink more than putting the nonbank affiliated ETCTs 
out of business, it creates conditions that are favorable for creating 
partnershira with those other EHt^'s. 

Senator Proxmire. Well, there's a huge difference here. The le- 
verage on one part is 25 to 1 and the leverage on the other is 2 to 1 
or 3 to 1 on the average, and the nonbank ETC's certainly don't 
seem to iigree with you because they very much oppose this rule. 

Of course, the partnerships would have an adverse effect on their 
independence, too, emd their competitive capacity. 

Mr. LupT. I think we do have a difference of opinion that, as you 
said, some of the existing ETC's feel that they would be at a com- 
petitive disadvantage. The other side of the coin is the bank ETCa 
disagree with this. 

I think it's a judgment call more than anything else, but there 
certainly is no evidence that b£mk ETC's have been driving non- 
bank-owned ETC's out of business since this act came into force. 

Senator Pboxmibe. That's why we don't want to change it. Tb» 
w^ to maint.aiTi a successful relationship is to keep it the way it is. 

1 would just like to call your attention to an editorial in the S«^ 
tember 1980 Wall Street Journal, 6 years ago. It was on a very 
similar bill by Senator Stevenson and the same argument waa 
made then with respect to the advantage the Japanese have be- 
cause of their export trading companies. The Jounial argued tiiat 
there's another reason for the success of the Japanese. 

It said this: 

The lucceBB of Japanese trading companies lies not in their ownership stmctuni 
or their antitrust freedome but m their detailed knowledge of productioa aonrcH 
and market opportunities around the world as well as their logistical skills in cany- 
ing throu^ cam|)licated international transactions. Nothing stops American finas 
frcnn offering similar services and indeed many already do and tnere ar« hundreds 
(^ fterrign sues agents and manufacturers representativee and so on to serve tbs 
export needs of American industrialists. 
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That aeema to me to be a fisur more eatiBfactory »pIaiiation of the 
Japanese advantage than would be offered here. Wnat's your com- 
ment? 

Mr. Ijowt. I disagree with that I think all factors have an efliact 
here. When I was an international commercial banker I dealt with 
Japanese trading companies located in Euitnw. Their abili^ to 
■nnimn risk was certainly greater than what I saw from their Eu- 
ropean competltots. 

Ilie foctoia mentioned in that editorial did play a substantial 
nde. I found the level of training in these companies to be quite a 
Irit hitter than that inside their competiton that I was dealing 
viHi in Europe. 

Bat this is not an issue that I think you can address through leg- 
" " . If 8 more a matter of education and experience in foreign 



Senator Pkoxmibb. Thank you. 

^lank you, Bfr. Chairman. 

Senator Hhnz. Senator Proxmire, thank you. 

■mcnvarasB of thi autttrvst provisions in the act 

I have one last question for you, Mr. Luft. How would you rate 
the effect i v e ness <n the antitrust provisions in the Export Trading 
OoiDpany Act? 

Mr. LuTT. Well, I would like to make a statement first of all that 
the administratitm does not intend at this point in time to intro- 
duce any new legislation to make amendments. However, we are 
eoosidenng and reviewing whether or not this is necessary. 

Smator Heinz. Are t£ere some areas where you tmnk there 
oould be some iminxivements made? 

Bfr. LuiT. lUs is what is under review on an interagency level 
■t the nunnent and as soon aa we come to an agreed position we 
would he hwpy to let the onnmittee know what our decision is. 

Senator Iudnz. So at this point you can't say whether there are 
or are not partunilar problems? 

Mr. hart. No, I cannot at this time. 

Senator Hkinz. Very well. Gentlemen, I have no further ques- 
tions for you. I may submit a few additional ones in writing. We 
thsnk you both very much for your testimony. We appreciate your 



Our next two witnesses are Mr. Malcolm Davies from Manufac- 
tmen Hanover World Trade Corp., and Mr. John Lewis of the 
Sainier International Trading Co. I am advised that Mr. Stephen 
Sohn of the bitemational Management and Export Development 
Corp. will not be able to testily today and his testimony is sutunit- 
ted and we will include it in the record. 

Mr. Davies. 

ffTATEHENT OF MALCOLM P. DAVIES, PRESIDENT, MANUFAC- 
TUitEIH HANOVER WORLD TRADE CORP., ON BEHALF OF THE 
BANKERS ASSOCIATION FOR FOREIGN TRADE 
Mr. Davbs. Grood morning. Thank you, Mr. Chairman. 
Bfr. Chcurman, members of the subcommittee, my name is Mal- 
colm Davies and I'm pleased to appear before the subcommittee 
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today on behalf of the Bankers Association for Foreign Trade 
[BAFT], and to expreeB BAFT's strong support for S. 1934. I am a 
member of BAFTs Export Trading Companies Committee, which 
has reviewed S. 1934 in great detail. BAfTs committee is com- 
posed of representatives from money-center, r^onal, and interna- 
titmal banking organizations. It r^ects the spectrum of BAFT's 
membership. 

As the president of Manufacturers Hanover World Trade Corp., I 
am nKrponsible for the development and line management of our 
ETC. llie company was constituted in its present form 1 year ago 
approximately. 

As you know, BAFT is the trade association of money-centra, re- 
gional, and smaller banking associations dedicated to the promo- 
tion of international trade and finance. It has 128 U.S. voting mem- 
bers and 100 international members from over 30 foreign countries. 

Our membership's interest in ETCs is demonstrated by two sta- 
tistics. Two-thirds of the applications have come from our domestic 
and intemationeil members and, more significantly, of the ETCs 
currently reported as operating, over three-quarters represent 
BAFT members. 

It has been approximately 3 years since the Federal Reserve 
issued final r^ulations implementing the Export Trading Conqxi- 
ny Act authorizit^ the investments ^ bank holding companies in 

Considering the economic circumstances of the pastyearB, I 
think you could say the response has been encouraging. That is to 
say that banks of all sizes and types have responded to the legisla- 
tive opportunity presented by the act. There is a diversily of invest- 
ment strat^es &om de novo to Eicquisition of existing firms, joint 
ventures with nonbanking operations and joint ventures within 

There is a variety of types of business that these ETCs have un- 
dertaken. There is close functioning with the trade financing areas 
within banks. There is an involvement in the provision of trade 
services, transportation, insurance, documentation, and other serv- 
ices. There have been consulting, marketing, and distribution ac- 
tivities reflecting particularly the local orientation of the bank and 
its customer base, and some ETC'a have attempted to become the 
nuyor international operations that perhaps the act envisaged with 
plugging into the glol»l orientation mat their network presents. 

BBSULTS HAVE BEEN MIXED 

However, as good as the response has been from the industiy, 
the results have been mixed, to say the least The opportuni^ pre- 
sented itself to banks at a time of the high value of the dollar 
which has meant that exporting for all has been difficult. Iliere is, 
o! course, that cliche about the cultural problems of bankers under 
taking trade and the absence of experience in this particular field 
as a result of l^islation that took place in this country 60 yeen 
ago. 

I think there's been a revision of the initial strategieB aa man 
experience has been developed. There is no doubt that we are meet- 
ing intense international competition in this field and in our opin- 
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itai the legal id i ory reetrainte which, although perhaoB 
well intentioni n Lt difficult for the industry to meet the 
diallenge pres i oy tne : fully. 

We feel there is some nee to c iiy the legal cxmstraints im- 
poe o d by the act, thus our supp . r 3. 1934. 

Hie export trading company si thin banks is at a very 

early stage of development, no< i i the experience of the 

past years. Fortunately, the >non ouuuok is becoming more 
positive and that's encouragii We i gained experience over 
tlie past years and we can put v to gooa ^ect I believe. 

Unfortunately, we believe t the potential for the banking in- 
dustry represented by this 1^ ive opportunity is being hindered 
by uncertainties that exiBt w ijun the act at the present time and 
we are, therefore, Emxious to see some clarification of the position. 

We don't believe that there's a need for a m^jor change in the 
ETC Act Rather, we are t^llring about fine tuning in the light of 



Ne believe Uiat the Federal Reserve Board and its staff have im- 
plemented the act in a highly professional manner and, indeed, in 
tbiB sincere belief that Uiey have been following congressional 
intent, but there are ambiguities and tensions whidi we would like 
to see resolved. 

Perhaps I could comment briefly on the need for each of the 
major provisions included in S. 1934. 

'To deal first with the question of definition, the fact that such 
companies must be organized and operated principally for the pur- 
poses of exporting goods and services produced in the United 
States, given the language and l^islative history of the act, one 
cannot foult the Fedraral Reserve for adopting a regulatory defmi- 
tion that requires more than 50 percent of the ETC's total revenues 
from exports. The problem is that applying the 50-percent rule 
against total revenues imposes substantial roadblocks to the 
growth and profitability of OTC'a. It inevitably distorta the pattern 
of business tbat an ETC can undertake. 

We have to engage in importing and third country trade transac- 
tions. We are in a nighly competitive environment eind the compa- 
nies that we are competing with have this capability. Without tiiie 
capability to undertake ttia nonexpert businese, we are hinderod in 
our ability to develop this industry in a competitive marketplace. 

We, therefore, strongly support title II of S. 1934 which amends 
the ETTC Act to provide that "principally" means an excess of 
export-related revenues over import revenues. The impact, in other 
wtirds, on the United States itself. 

We support the amendment because it maintains the public 
policy focus on promoting exports. I think we understand perfectly 
well our Fole in that r^ord. Nevertheless, we do need the flexibil- 
ity of third-country trade to compete properly in world markets. 

Another important change which title n of S. 1934 makes is to 
the definition of the ETTCs to make it clear that they may export 
goods or services produced in the United States by the company or 
its affiliates and include income from such activities in its revenues 
for the purposes of meeting the "principally" test, the 50-percent 
test. 
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While we thought that such activities were intended by the FTC 
Act in 1982, an express l^islative clariiication would resolve the 
issue and thus clear up the conftision Euid disagreement that cletu^ 
ly exists on this matter. 

In this connection, we can see no reason why an ETC should be 
precluded from exporting its own services or those of its afFUiates. 

The only other comment we would have on the ETC definiticm is 
the 2-year timeframe for meeting the test. 

Senator Heinz. Mr. Davies, I'm sorry, your time has expired. You 
need to keep your testimony to 10 minutes and I think you have 
run over that. 

Mr. Davies. I see. 

Senator Heinz. I'm going to have some questions for you, but Vm 
going to have to call on Mr. Lewis. 

Mr. Davies. Sure. 

[The complete prepared statement follows:] 
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Hr. Chairman and Kembecs of the Subcommittee i 

Hy name is Halcoln P. Davies and I am pleased to 
appear before the Subcommittee today on behalf of the Bantcecs' 
AGSOclation for Toreign Trade CBAFT*] , to eKpress BAFT'b 
strong support for S. 1934, the 'Export Trading Company Act 
Amendments of 1985.* I am a member of BAFT'S Export Trading 
Companies Committee, which has reviewed S. 1934 in great 
detail and which is composed of representatives from noney- 
center, regional and international banking organizations with 
investments in export trading companies CeTCe"). I an also 
President of Manufacturers Hanover world Trade Corporation, a 
wholly-owned subsidiary of Manufacturers Hanover Corporation 
of New York. 

AS you know, BAFT is a trade association of money- 
center, regional and smaller banking organizations dedicated 
to promoting international trade and finance. BAFT's 128 D.S. 
voting members comprise virtually all D.S. banking organiza- 
tions actively engaged in international banking activities. 
BAFT also has over 100 international members representing 
banks from over 30 foreign countries. Our membership's 
interest in ETCs is demonstrated by the following two 
facte; 
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Of the notifications received by the Pedecal 
Reserve Board fron bank holding companies to 
establish ETCa,— approximately two-thirds have 
come from our domestic or international members. 
More significantly, of the BTCs reported by the 
Federal Reserve to be currently 'operating, *=.' 
almost three-fourths of such ETCs are owned in 
whole or in part by our domestic oc international 
members. 
WESVIBH CH 

It has been approKimately three years since the 
decal Reserve issued final regulations implementing the 
port Trading Company Act of 1982 ("ETC Act'] authorizing 
vestments by bank holding companies in ETCs. Considering 
e rather difficult export situation of the past several 
ars, banking organization response to this new opportunity 
B been encouraging and varied. 



See list of Notifications accompanying Statement by 
ederick R. Dahli Associate Director, Division of Banking 
pervision and Regulation, Board of Governors of the Federal 
serve System before the Subcomnittee on Economic Policy k 
ade of the Committee on Foreign Affairs, Bouse of Represen- 
tives (April 22, 1986). 

Id. 
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Bank holding conpany investors in ETCb can be found 
across the United States (see Exhibit A) and across 
the entire gamut of U.S. banking organiz&tions, Tbey 
include major money-center and international organi- 
zations, leading regional organizations, and smaller, 
more locally-oriented organizations. 
Banking organizations have embarked on a diversity 
of investment strategies: 

— a number of banking organizations, especially 
larger organizations, have gone the route of 
establishing wholly-owned, de novo subsidiaries; 

— some banking organizations have acquired exist- 
ing firms that engage in activities permitted 
under the ETC Act; 

some banking organizations have formed joint 
venture ETCs with nonbank firms; and, 
some, mainly smaller, banking organizations 
have formed joint venture ETCs with other bank- 
ing organizations. 
Banking organizations have also pursued a variety 
of business activities and strategies through their 
ETC affiliates: 
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ETCs frequently work closely with an affiliated 
bank's trade financing group to provide custom- 
ers with innovative netboda of trade finance 
Bade poBsibie by the ETC's ability to take title 
to goods — this flexibility bas Made it possible 
to put together deals that would have been impoa- 
sible earlieci 

ETCs affiliated with banking otganiiations 
often provide "nuts and bolts' trade services 
to their custonersi e.g., transportationr 
insurance, documentation and other services, 
that greatly facilitate the export of products 
by middle-market and smaller conpaniesi 
ETCs affiliated with regional banking organiza- 
tions often focus on engaging in oonsulting, 
marketing, distribution and trading activities 
in products that reflect their local, regional 
customer base, e.g., agriculture, bigh-tech or 
other specialized product lines; 
some ETCs affiliated with major multinational 
banking organixations have had a global orienta- 
tion, pursuing trading opportunities worldwide 
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through use of their extensive geographic, 
informational and banking and trade links 



Hbila banking organizations have responded to the 
opportunities presented by the ETC Act in »8ny~different nays, 
sofie conaon problems have emerged over this three-yeac imple- 
mentation period. 

o Macro- economic conditions of the past few years, 
particularly the high value of the dollar against 
foreign currencies (see Exhibit B) , the relatively 
sluggish growth of economic activity in foreign 
industrial countries and the drop in imports of 
countries experiencing debt-burden difficulties, 
made it extremely difficult-to- start export-orien- 
ted activities during this period. 
o The absence of commercial trading experience in bank- 
ing organizations has caused tbem to evaluate vary 
carefully the opportunities presented hy ETCs and 
to proceed in a. very deliberate manner in terms of 
making investments and engaging in new activities, 
o ETCs affiliated with banking organizations have, in 

some cases, had to revise initial strategies and 
business development objectives as more experience 
was developed. 
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o Interiuitional conp«tition in tbis acca is intense, 
especially froa well-establistaea European, Japanese 
end Asian trading conpanies, whicb often can quote 
razoc-thln profit Baigins due to significant econo- 
mies of scale developed over Many years. 

o Certain statutory and regulatory conettetnts have 

Bade it difficult, in Many cases, for ETCs affiliated 
with banking organizations to grow and coapete effec- 
tively in the international Marketplace. 

THB HBBD 10 CURIFT ABD, IB SOKE CASES, MODIFT 
THE LEGAL COSSTKAIRTS IMPOSED ON ETCS AFFILIATED 
WITH BAWKIBG ORGAHIgATIOtIS 

It is not surprising, given the substantial econo- 

: and conpetitive obstacles cited above and the nornal 

'ficulty in establishing a new business, that the export 

iding company industry is still at a very early stage of 

'•lopaent. Fortunately, the economic outlook is becoming 

• i>ositive, especially in view of the recent drop in O.S. 

.lar exchange rates. In addition, ETCs have gained valu- 

.• business experience over the psst few years and as 

icessful ETC Models eaerge, more and More banking organi- 

'.ions are likely to show interest in ETC investfflcnts as a 

' of diversifying their activities, of promoting exports 
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and tcade finance and of strengthening and developing cub- « 
tomec relationships. Unfortunately, this potential will not « 
be realized unless Congress is willing to review ttie ETC Act 
and either clacify oi: modify certain legal authorities or con- 
straints that are contained therein and which Inpair the 
develoEnent of conpetitive and profitable ETCs. 

BAFT does not believe that there is a need for 
major changes in the ETC Act. Rather, we are at a stage now 
where some important fine-tuning is needed in light of experi- 
ence. S. 1934 clearly follows this approach, as the modifica- 
tions or clarifications contained therein are carefully focussed 
on very real iiqwdlments to ETC operations. In this connection, 
we believe the Federal Reserve Board and its staff have imple- 
mented the ETC Act in a highly professional manner and In a 
sincere belief that they have been following Congressional 
intent. Admittedly, there are ambigultieB in the statute and 
Its legislative history and there is continual tension through- 
out the ETC Act between promoting exports and more traditional 
policies separating banking and commerce. The changes proposed 
by S. 1934 are needed because they will resolve the most impor- 
tant of these ambiguities or tensions in a manner that will 
help ETCs realize their potential without undermining fundamen- 
tal principles of bank safety and soundness. In this connection, 
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w would like to coaaant briefly on th* iwcd Cor each oC the 
■ajor proviaioiu Included in S. 1934. 

PgnnTHM Of KKPOKt CTAPIWS COWPJUff 

Under axiatlng law, to be eligible for inveetaent 
by e bank boldlng cospany, an ETC »uet be "orcianiacd and 
operated principally for purposes of exporting goods or ser- 
vices produced in tbe United States," To aeat tbis 'princi- 
pally engaged' test under Federal Reserve regulations, an ETC 
■ust derive aoie tban one-half of its revenues in each con- 
secutive two-year period froa the export of, or froa facili- 
tating tbe export of, goods or services produced in the 
United States. (12 C.P.R. 211.32(a)). 

Given tbe language and legislative history of the 
ETC Act, one cannot fault tbe Federal Reserve for adopting a 
regulatory definition which requires that more than 50 per- 
cent of an ETC's total revenues aust come froa exports. The 
problea is that applying tbis 'acre than 50 percent" rule 
against total revenues laposes very substantial roadblocks to 
tbe growth and profitability of BTCs. As recognized by Con- 
gress when it enacted the ETC Act in 1982, to be viable busi- 
ness entitles in the highly cyclical world of international 
trade, ETCs have to engage in ii^wrting and third country 
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tirade transactions. Without sucb capability, ETCs cannot 
develop the business relationships or voluae to cospcte intei- 
nationally. Dnfortunately, the 'principally engaged* requict- 
ment as now construed and applied creates s significant inpedl- 
inant to the developnent of third-country trade transactions, 
because such transactions are, in effect, considered iaport 
transactions and thus weighed against export transactions luidei 
the formula. The requirement thus frustrates the developBent 
of a broader and more profitable business base and inhibits 
the developaient of countertrade transactions which, at tikes, 
nay be crucial to a 0.5. export sale, e.g., situations 
where to make an export sale, foreign goods must be taken in 
payment and sold abroad. 

BAFT thus strongly supports section 2 of S. 1934 
which anende the ETC Act to provide that 'principally' means 
an excess of export- related revenues over import revenues, 
thereby excluding third country transaction revenues from the 
test entirely. Since the ETC definition is the cornerstone 
of the ETC Act, we believe it important that Congress estab- 
lish a clear legislative standard, substantively, we support 
the anendnent because it nalntains the public policy focus on 
promoting exports over imports, but nevertheless gives BTCs 
affiliated with banking organizations the flexibility to 
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engage in third-country trade transactions which have no 
impact on the D.E. trade balance. 

The other inportant change vhich Section '2 of S. 
1934 makes to the definition of an ETC 1b to make it clear 
that an ETC aay erport goods or services produced in the 
United States "by the company' or 'its affiliates" and 
include income from such activities in its revenues for 
purposes of meeting the "principally" test. While we thought 
such activities were intended by the ETC Act In 19B2, the stat- 
utory language is not clear and thus we would welcome a stat- 
utory clarification on this point, in this connection, we 
can see no reason why an ETC should be precluded from export- 
ing its own services or those of its affiliates, especially 
since service exports are the brightest spot in our trade pic~ 
ture. 

The only other comnent we would have on the ETC 
definition Is that the two-year tine period for measuring 
revenues under current regulations can present special prob- 
lems for de novo ETCs, which need to build their distribution 
capability in global markets and at the same time generate 
revenues to cover high start~up costs. We would thus hope 
that both Congress and the Federal Reserve would be willing 
to follow a flexible approach toward time periods for mea- 
suring revenues, especially for start-up operations. 
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APPLICATIOW Of SBCMOII 23A 

Tbe virtually simultaneous conEideration by Congress 
of tbe ETC Act and tbe Banking Affiliates Act in 1982 led to 
the Booewbat anomalous situation wbereby ETCs affiliated with 
banks were exempted fcom the "old" but not tbe 'new' section 
23A of the Federal Reserve Act, which section imposes amount 
limitations and collateral EequiceDents on extensions of credit 
from a bank to an affiliated ETC and other affiliates. 

Tbe reasons which led Congress in 19S2 to axenpt 
ETCs from tbe collateral requirements of tbe 'old' S 23A 
apply equally to the 'new' S 23A and thus we support Section 
3 of 5. 1934, which would exempt bank transactions with «n 
ETC affiliate from tbe 'new' section 23A adopted in 19B2 in 
the Banking Affiliates Act. foreign trading conpanies are 
almost invariably linked to a banking organization, wbicb 
provides them with valuable credit resources. To be compet- 
itive internationally and to reap one of the chief benefits 
of bank affiliation, ETCs need access to credit from affil- 
iate banks without having to comply with onerous collateral 
requirements, which are virtually impossible for most ETCs to 
meet given the nature of their operations, or to compete with 
other bank affiliates for the limited pool of credit available 
under the aggregate limits of S 23A. In this connection, to 
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M«t safety and ■onndness cenc«i:ns, tbe BTC Act already 
includes (i) etringent aaount liaitatlons on extensions of 
credit tram banking organisations to ETC affiliates and <ii} 
strict pcobibltions against any pcefecentlal lending by a 
bank to its BTC affiliates. 

LggBMGIWB MTIO KM) IK9EKIOKS LIHITS 
Sections 4 and 5 of S. 1934 concern two issnes 
Hbich were not specifically addressed In the ETC Act, bnt 
which are incloded in present Federal Reserve regulations -- 
lerecaglng and inventory liMitatlons. In an effort to speed 
tbe processing of bank holding company notifications to invest 
in ETCs, the Federal Reserve bas delegated authority to tbe 
twelve Federal Reserve Banks to process ETC investment notifi- 
cations, subject, however, to certain conditions. One condi- 
tion provides that an BTC's leveraging ratio cannot exceed 10 
to Ir another condition specifies that an ETC cannot propose 
to naintain inventory of Bore than t2 nlllion. See 12 C.F.R. 
S 265.2(f} <46} , Kay notification failing to neet either condi- 
tion bas to be processed in Washington. Essentially, as a 
general policy matter, the Federal Reserve bas indicated to 
banking organizations proposing investments in ETCs that lever- 
age ratios up to 10 to 1 and an inventory of goods up to 92 
million present no regulatory problemsj however, any proposals 
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•xceeding tbose Units piasent policy iEsues vhlch have to b« 
car«£ully reviewed in Washington. 

While we connend the Federal Resecva for 'its will- 
ingness to delegate pcoccBsing of notifications to tbe Fed- 
ecsl Reserve Banks, we believe its general policies cegarding 
levecaging and inventory llaltatlons aie, peihapa uninten- 
tionallyr having a chilling effect on ETC opecatlons and serve 
as real practical business inpedineots to the growth and pro- 
fitability of ETCs. We support sections 4 and 5 of S. 1934 
because we believe it inportant that Congress establish clear 
legislative policies in these two crucial c^eratlo&al areas. 

The problea presented by general regulatory limita- 
tions on leverage and inventory is that bank-affiliated ETCs 
are, as previously described, structured in aany diverse ways, 
including as joint ventures with nonbanka, and are engaged in 
■any diverse activities. General rules in these areas ara 
thus, perforce, highly arbitraiyi what is needed is a highly 
flexible, case-by-case approach to these Issues that recognises 
the realities of international eonpetltlon. For ezaj>ple, an 
ETC providing only export services will not be affected by an 
inventory liait: however, an ETC planning to engage in tbe 
trading of goods can find its operations severely haapered by 
Inventory liaitations, which it nay have to constantly seek 
regulatory waivers for as its business grows. The probleai is 
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that continued tcips to the regulatoi: for waivers takaa valu- 
able tiae that can result in lost business opportunities. 

Tb* approach taken by sections 4 and 5 of S. 1934 
is, ve believe, sound froa both a regulatory and business 
standpoint. The Federal Reserve retains ample authority to 
consider leveraging and inventory controls on a case-by-case 
basis} by the saae token, ETCs are given nuch nore fieedoa to 
propose leveraging ratios and inventory operations that will 
allov tbea to be sore competitive. In this connection, Vltb 
respect to leverage, foreign trading conpanies often have 
leverage ratios in excess of 20 to 1. If an ETC's operations 
and controls are sound, it should be pernitted to have a rela- 
tively high leverage ratio in order to be conpetitlve. S. 
1934 would allow this, by establishing that a 2S to 1 lever- 
age ratio is not a per se grounds for denying a notification. 
Nevertheless, S. 1934 would allow the Federal Reserve to deny 
a notification with a leverage ratio less than 25 to 1, if 
otbex factors indicated that the ETC would not be well-aanaged 
with respect to the possible risk of its operations and would 
pose risks to Its affiliate bank. 

COMCLDSIOB 

tn conclusion, I irould like to express BAFT's 
appreciation for this opportunity to present our views in 
support of S. 1934. 
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Senator Heinz. John Lewis. 

STATEAIENT OF JOHN LEWIS, VICE PRESIDENT AND BIANAGER, 
RAINIER INTERNATIONAL TRADING CO. 

Mr. Lewis. Thank you, Mr. Chairman. I have submitted written 
testimony and I would appreciate having that included in the 
record. 1 shall summarize briefly. 

Senator Heinz. Without objection, so ordered. 

Mr. Lewis. Thank you. 

My name is John Lewis, vice president and manager of Rainier 
International Trading Co. which is the export trading company 
aubaidiary of Raini^ Bancorp., headquartered in Seattle, WA. 

It's a pleasure to be here todajr and I would like to comment 
briefly on the interest of our institution and our r^on in export 
trade. 

Rainier Bank is unusual among r^ional banks in having a large 
proportion of its activities concerned with international trade and 
international banking, with roughly 20 percent of its assets in the 
intematiimEd area. We have 20 mtemational offices. Raini^ ranks 
fourth among U.S. commercial banks in Asia. 

The Pacific Northwest in many respects leads the United States 
in export performance. For example, Washington State e]q>orts a 
hitler percentage of its total gross product than any other State; 
in fact, that percentage is roughly twice the percentage of the 
United States GNP which is enorted in intematicmal trade. We 
rank first j^er capita iimong all States in exports. Rou£;hly 20 pea>- 
cent of the jobs in Washington State depend on intemati<mal trade; 
in fact, one out of every three farming jobs in the State depends on 
e^morts. 

We certainly support the position of the Bankers Association on 
Foreign Trade as presented by Mr. Davies. We are a member of 
that oi^anization. 'Hiere are two of the specific provisions ad- 
dressed by BAFT which our experience in managing an export 
trading company has shown to he particularly relevant: First, the 
third country trade provision; ana second, the export of services 
provision. 

ETC'S IMPBOVE ABILITT TO COMPETE 

Briefiy, the availability of export trading company servioee im- 
proves the ability of U.S. banks to compete for certain kinds of 
trade iinance, particularly that between foreign countries. TtoB is 
an area of growing importance for U.S. banks, whose enort of the 
vitally important service — that is, banking— from the United 
States is assisting in the financing of trade between foreign coun- 
tries. The ability of bank export trading company services to be 
added to the mix of services offered by U.S. banks will make tu 
more competitive with the Asian and European banks with whkdi 
we already compete. 

Countertrade, whether or not one views it as a distortim of free 
and fair trade, is a fact of life. According to some reports counter- 
trade is increasing in dealing with countries such as China: be- 
cause exclusion of third country trade from the definita<» of im- 
ports under the ETC Act will allow bank ETCs greater fireedom to 
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consider mwigtJM United States eqwrters in these i^^ of trans- 
actionB it should asBiBt United StafeBB export ccmipetitnmieflB. THb 
fimdament al ottje ctive is, of couiBe, to foster the e^ort aiJJS. goods. 

On a related point abo cove r ed under section U, ~i^ eiqiort <ji 
anvioeB dbould not be discouraged, as it is under the present intra^ 
inetation of the ETC regulatkms. Because of the increasing com- 
{dex nature at intematitmal trade and the need to a^ipToech warmga 
markets with knowledge and sophisticatitMi, the use of a variety of 
servioeB to aid exporters has \oDg been onumcHL 1%eee services in- 
clude export managanwpt, maritet researdi, et cetwa. 

Not cmly is it impcntant to oicourage U.S. competitivenesB in 
export of services as well as in products, but most in^iortantfy the 
availahiliiy of these services from a U.S. entity such as a bank to a 
U.S. product exporter may increase the e iqw r te r 's willingness to 
use those services and improve his eventual chances at success. 

An example frf this was a recent stetement by a Nraihwest fewest 
products firm which ium been compe titi ve in the hi^ihr difBcuh 
Japanese marirat. The presideDt of this firm stated that dosed mar- 
kets and unlevel playing fields, althou^ they have been problems, 
are not the only problems in exporting and should not be used as 
sc^tegoats. In fact, a concerted effort to learn and understand the 
Japanese mai^et and the Japanese distribution channels, et cetera, 
was essential in his success. 

U.S. firms do need assistance in exporting and in many cases are 
willing to request this assiBtance in order to do a better job of mar- 
keting overseas. 

I would like to make an important point that this type of extort 
assistance has to some extent been provided by the Intematiraial 
Trade Administration [ITA] of the U.S. Foreign and Commercial 
Service. However, the budget of the Intematumal Trade Adminis- 
tration has recently been drastically cut. Current^ for exam^e, the 
Western r^on of the FTA ie (grating at only 31 percent c^ its 
ori^nal budget, a cut of almost 70 percent. 

Tbe crucial issue here is that if these vitally important types of 
services are expected to be provided by the private sector instead of 
the riA, under these budget cuts, then r^nlations which restrict 
U.S. banks; which are already among our strongest intematicmal 
competitors; from providing these services are not in this country's 
best interest. 

BAKK AND NONBANK Re's WOBKINO TOGVrHKB 

In response to Senator Proxmire's comments on competitiveness 
between bank ETCs and nonbank ETTCs, a model wh^ is evolv- 
ing — I know of at least one west coast and one east coast ETTC 
i^ch are usiiutibis model— is a coUaborati^Hi betwerai bank ETCs 
and nonbank eTCb tn which the marketing skills ol the nonbank 
ETTC are combined with the financial strength and the business re- 
sources of the bank ETTC to allow them to oraisummate transaddonB 
jointly which would not have been possible for either alcme. Thus, I 
Delieve that a positive relationship ratim* than a ncmtive advert 
serial one is developing between bulk and nonbank ETC's. 

In summary, U.S. banks have respcmded pomtively to the mes- 
sage received from Congress in the 1982 act that mey should use 
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the ETC Act to provide additioiial aaaJBtance to VJS. expoTtaa. 
That is, that banks should themselves become actively involved in 
festering the improvement of the U.S. balance of trade. 

A vanety of approaches have been tried and considerable effort 
and money invested, both because of the businesB potential and be- 
cause of me desire to be respondve to the trade situation. Not all 
bank ETCb have been unsuccessful. There are several patterns of 
Buccessfiil £7rC activity emerging. 

In conclusion. Rainier supports S. 1934 as a set of refinements to 
the Export Trading Company Act based upon the lessons of experi- 
ence. The demonstration by Congress that it is responsiTe to rea- 
sonable requests from institutions in the trenches of exporting will 
reinforce uie willingness of U.S. banks to ccmtinue to exert not 
only their financial resources but their considerable ingenuity and 
energy toward improving U.S. export compotitiveneBB. 

Thank you. 

[The complete prepared statement follows:] 
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Mr. Chalnun and Members of the Subconilttee: 



Hy name Is John LewU, Vice President and Manager of Rainier 
International Trading Company. It Is a welcome opportunity to 
appear before the Subconml ttee today on behalf of Rainier 
Banco rporatlon to express our strong support for S.1934, the "Export 
Trading Company Act Amencknents of 1985." Rainier Ban corporation Is 
a bank holding company headquartered in Seattle, Washington. 
Rainier's subsidiaries inducie Rainier National Bank, the largest 
independent bank in the Pacific Northwest with over 6 billion 
dollars in assets, and Rainier Financial Services, providing 
mortgage and leasing financing throughout 10 Western States. As an 
international bank, Rainier is much more active than most regional 
banks. Our network of 20 international offices In eight countries 
around the Pacific rim represents approximately ZOf of the company's 
total assets. In fact. Rainier ranks fourth among U.S. banks in 
Asia. 

The Pacific Northwest, and particularly the State of Washington, 
leads the United States In many measures of export performance. For 
example: 

- Washington State ranks first In per capita exports anting 
all states, according to a recent Department of Conmerce 
study. 

- Washington exports a higher percent of Its total gross 
product than any other state. 

- One out of every eight jobs in King Count;y which Includes 
Seattle, Is related to harbor or airport activ1t;y. 

- The Oepartment of Conmerce estimates that one out of every 
three farming Jobs in Washington depends on exports. 



- Washington State's international trade as a percentage of 
its Gross Product is twice the percentage of the U.S GNP 
in International trade. 
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Rainier Bank supports the position of the Bankers' Association on 
Forel gn Trade, BAFT, presented here today by Hr. Davies. In 
particular, Ralnler's experience with Us export trading conpany has 
dennstrated the taportance of two proposed anendnents to the 1962 
ETC Act: those relating to third-country trade and to the export of 
services. 

Third-country trade, In which trade occurs between two countries 
other than the U.S.. Is an Inportant source of business and area of 
opportunity for U.S. banks, especially In the Pacific R1ii. In that 
m11ab111ty of ETC services improves the ability of U.S. banks to 
coqtete for trade finance and other business with foreign banks, 
this iBproves the coMpetitlveness of U.S. banks - najor exporter of 
services. 

Soae reports indicate that the willingness and ability to enploy 
countertrade are increasingly Inportant in obtaining export sales to 
a nuiber of countries, including China. Whether or not one views 
countertrade as an undesireable distortion of free and fair 
international trade. It Is nevertheless a fact of life today. 
Because exclusion of third-country trade fron the definition of 
Inports under the ETC Act will allow bank ETC's greater freedon to 
consider assisting U.S. exporters In these ^pes of transactions. 
U.S. export competitiveness should fnprove. 

On a related point, also covered under Section 2 of S.1934, the 
export of services by bank ETC's should not be discouraged (as it Is 
under the present Interpretation of the requi resents). Because of 
the Increasingly complex nature of International trade and the need 
to approach foreign markets with knowledge and sophistication tf 
appreciable narket share is to obtained, the use of a variety of 
services to aid exporters has long been conoon. These services 
include export management, market research, distribution management, 
and services related to the formation of joint ventures. It Is 
Important to encourage U.S. competitiveness 1n export services as 
well as products, and the availability of these services from a U.S. 
entity to a U.S. product exporter may make the difference in the 
exporter's success. 

As stated recently by the head of a Northwest forest products firm 
which has been successful in the highly competitive Japanese market, 
it Is wrong and potentially harm^l to treat "closed markets" or 
'unlevel playing fields* as scapegoats A>r U.S. exporters. This 
firm Mos able to achieve success only after appreciable tiWi 
effort, and nney had been expended on learning the characteristics 
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of the Japanese nurket and distribution systca and developing 
relationships with Japanese iaporters. SiMtlar evidence is aiiple: 
■ore U.S. fims sinply oust do a better Job of narketlng overseas. 
However, despite this need, and despite the stated goal of the 
Aitninlstratlon of Improving U.S. exports, the budget of the 
International Trade Adminlstraiton has been drastically cut. The 
ITA provides valuable market research and other services to U.S. 
exporters and conducts training courses on exporting throuc^out the 
U.S.; currently the Western region is operating at only 311 of Its 
original budget - a cut of almst 70S. If these vitally Important 
services are to be provided by the private sector instead, then 
regulations which restrict the ability of U.S. banks (already anng 
our strongest International competitors] to provide them are not In 
this country's best Interests. 

Staff at the EXIN Bank report that, for small-to-aedlum-sized U.S. 
exporters. It 1s more of a problem to develop appropriate export 
management and marketing capabilities than to obtain competitive 
export financing terns. 

As exanples of the usefulness of the ETC Act to banks In promoting 
exports, two types of transactions may be illustrative. First, 
there are nuRerous small trading companies In the U.S., often not 
connected with a manufacturer or producer of goods. H»ny of these 
small firms are quite knowledgeable in certain product or geographic 
areas, and very industrious In developing potential export 
transactions, but lack the financial strength to acquire the U.S. 
goods and complete the sale. Several U.S. bank ETC's have had 
success working with such small trading companies, combining their 
financial strength and expertise with the specialized skills of the 
traders. This ^pe of relationship certainly is consistent with the 
original intent of Congress In passing the ETC Act. 

As a second example of successful ETC relationships, some larger 
exporters have occasional need to work through an Independent third 
par^ to complete their transactions, for reasons of confidentiality 
among others. Bank ETC's can provide the needed assistance as part 
of a comprehensive trade finance service, again causing export 
trading transactions to take place which otherwise would have been 
Infeaslble. 

U.S. Banks responded positively to the message received from 
Congress that they should use the ETC Act to proved additional 
sssistance to U.S. exporters. In fact, a variety of approaches have 
been tried, and considerable effort and noney Invested, both because 
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Not al 1 bank ETC ' s hare been unsuccess ful . There are several 
patterns of successful ETC activity emerging after the learning and 
testing experiences of the past few years. It fs far too soon to 
deterstne Mhether any sizable nurtier of U.S. banks w111 be able to 
realize the intended benefits of this Act. 

In sunsary. Rainier supports S.1934 as a set of refinements to the 
ETC Act based upon the lessons of experience. The demonstration by 
Congress that It 1s responsive to reasonable requests fron 
Institutions 'In the trenches" of exporting w111 reinforce the 
HflUngiess of U.S. banks to continue to exert not only their 
financial resources but their considerable Ingenuf^ and energy 
towards Inproving U.S. export coapetltlveness. 
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Senator Hbinz. ISt. Lewis, thank you vei7 much. 
Let me recognize Senator Hecht if he has any opening Htatranent ] 
he wishes to give. 
Senator Hbcht. No. Thank you very much, Mr. Chairman. 
Senator Heinz. Senator, th^ik you. 

CONCEKM OF FED POUCY WITH CTC's 

Well, Mr. Daviee, let me ask you this. Governor Johnson indicat- 
ed in his tesldmoi^ that the Federal Reserve Board has received 
few, if any, complaints about its application and its administration 
of the Blzport Trading Company Act. 

For the record, have your member banks of BAfT raised issues 
with the Fed and in what areas have jrou raised them and to what 
extent have you been dissatisfied? 

Mr. Davibs. W^ I think one member hank was the bank that ' 
applied for an increased leveraging ratio up to 17 to 1 but I think . 
generally speaking the membership is cautious in a new activi^ , 
and is not anxious indeed to challenge the Fed's position at this 
point in time. 

They are gaining experience and gaining confidence perhaps. So 
at this point I don't think there has been any serious attempt to 
amend the established pattern as represented Ir^ the delegated au- 
tiiority given to the State Federal R^rve Boarm. 

Senator Heinz. Mr. Lewis, has your bank raised any specific 
issues with the Fed or any specific concerns? 

Bfr. Lewis. No, sir; we have not. 

Senator Heinz. If we were to bring the Federal Reserve Board 
people back in here, would you, on behalf of your bank, raise any 
specific concerns? 

Mr. Lewis. Ye^ as I pointed out in my testimony, the third coun- 
try trade and puticularly the export of services issue, there ap- 
pears to be some confusion. I was pleased to hear that 

Senator Hkinz. Now we're tjlfeing about their administration of 
the act. 

Mr. Lewis. That's right. 

Senator Heinz. There are some areas where they may be in foct 
interpreting the stetute correctly in which case your complaint 
would be witti the stetute rather than with the Fed. 

In both those instances, though, you believe it is the Fed's inter- 
pretation? 

Bfr. Lewis. That's ri^t, it is their interpretetion. 

Senator Heinz. Very well. Why didn't you take this up with the 
Fed or your hank take this up with the Fed at stxne earlier time? 

Mr. Lewis. Well, let's see. I sappoee the reason would be that we 
have not yet progressed to the pomt that those have become m^jor 
limitetions for us, although we do foresee their beocsning limita- 
tions in the near ftiture. 

Senator Hkinz. Would you say that again? 

Mr. Lewis. We have not yet progressed to the point where tb^ 
have become major limitetions for us at the present, but we do 
foresee their bectnning limitations for us in the near future. 

Senator Heinz. I see. Now, one of the points raised by Soiator 
Proxmire was quite interesting, and maybe you could respond to 
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this. In HianiiMring the loan and capital limitationB, the 10 and 5 
percent of capital and Buiplns limitations, on bank affiliated export 
trading companiea, Senator Proxmire said, 

Wdl. in tfaaorj, if the CongnH aaid thait an iqii^icatioii couldn't be disapproved 
■oMy becauae then ma a ratio that waa lomr than 25 to 1, wouldn't that allow a 
bank to fiam an tacpart trading company, let's sa; lend it 10 percent of ite ctmital, 
■nd bypotheticaUy leveraga that 24 to 1, for example to 999 to 1 and get itauf ez- 
poaad to the tone of nearljf 2G0 percent of ita cai^tal? 

What do you Bay to that kind of ai^piment? 

Hr. Lewis. My response would be that a provision of the original 
act which is not addressed in this amendment should clearly cover 
that, and that is the provision that a bank may not lend to its ETC 
under more favorable terms than it would lend to any other entity, 
ft ■rmmB to me that covers l^e danger. 

Senator Hunz. So that would prevent that kind of preference 
tma being Kctended in a way that would jeopardize any more than 

T other kind of bank loan to a nonafUliate? 
r. Ixwis. Yes, sir, in my opinion. 

BANKS mVOLVKUXNT OF SXFOBT 8ERVICB8 

Senator Heinz. Now the other issue that was brought up was 
ttiat apparent^ there are people who export services who don't 
like the provision that would allow, iinder this legislation, bank af- 
filiated export trading companies to export services that are not 
their services. 

Ib it un&ir to allow banks to export these services that are pro- 
duced by othras in competition with whoever else is in a position to 
export tiioee services? b that a le^timate concern? If not, why not? 

Mr. Davies. I don't believe it is a Intimate concern. I don't see 
that the bank ETC's providing services offer any threat to existing 
organizations be th^ in the service side of exporting or otherwise. 

I think what we are seeing, as Mr. Lewis referred to, is a grow- 
ing alliance between perhaps the financial muscle of the banks and 
the small companies tiiat provided traditional services to the ex- 
porting community in the United States. 

I think, if I may make a point, referrii^ to some of ,the other 
points that Senator Proxmire meide, the problem has been that 
theae small companies are undercapitalized and have been relative- 
ly unsuccessful for that reason. I would have thought and hoped 
that the bank ETFCs with tiheir financial muscle power would be 
able to redress the problem. 

In a sense you could say that the nonbank ETTCs have failed sub- 
stantially and that is the point of bringing people with financial 
power and with an international network into the arena. And I see 
the alliance as between people with that muscle power and the 
people perha^ with more traditional expertise in the field — I see 
that alliance as a very potent one. 

Senator Heinz. Are Kireign banks by and large prohibited from 
exporting to other countries other than the United States the kind 
of services that bank affiliated export trading companies might 
want to export? 

B(r. Davibb. Not that I'm aware. They are not so hampered. 
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Senator Hkinz. Now both of you indicate that more flexible i 
treatment on leveraging export (rf* services and apfdicataon of seo> 
tion 23A is needed because of the wide variety of export trading 
companies that have been tried. 

Is your bank's abili^, ^ther as a group or singly, to experiment 
with this new type of incraitive severe^ lunited Inr these mla^ Are 
these areas whidi you shy aw^ from because of uiese roleti? 

Mr. Davirs. Speaking for Manufactureis Hanover, it is not hin- 
dered at all I7 section 23A considerations, but the membeishQ) of 
BAFT could very well experience difficultly-covering as it does a 
wide ranee of dififerent typee of hpnlriT^g institutians, there could 



very well oe a hindering eOBcL 

Senator HnNZ. Mr. Lewia 

Blr. Lewis. We have not been hindered by section 23A but we 
have been 1^ the export of services and the third countzy jnim- 
sions. 

At an export trading company conference in New To^ in Octo> 
ber of last jrear organized fay the Department of Ccnnmerce, there 
were several bank expert trading companies which specifically 
mentioned that they had been hindered by section 23A said by the 
capital ratio requirements. 

Senator Hkinz. I'm sorry, Mr. Lewis. Could you r^ieat the last 
part of that? 

Mr. Lewis. At a bank export trading com^ny conference last 
October in New Torkj^br organized b^ the Department of Com- 
merce, several bank ETC% did comment that they had heea hin- 
dered by section 23A and by the ratio requirements. 

Senator Heinz. All right. Well, thank you. 

Well, gentlemen, do you have any other comments you would 
like to make on any (tf the testimony you heu^ today from Gover- 
nor Johnson or anybody else? 

Mr. Davieb. No; I don't think so. 
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p inpity wMnigiii«ing ^ut the;r are au important to you? 

Mr. Davies, would you piioritiae those in some way or noiri' 

Mr. Davib. Well, I think the two things which are very impor- 
tint is the revenue test and the timeframe at which we are re- 
quired as an industiy to meet that test, recognizing that we're in a 
itsztap ntuatku in this business. 

For the rest. sectioD 23A and the leverage — well, I think section 
SA would come sscond in terms of importance. 

LevcoBging 1 would say must vary very much between individual 
banks and perh^is I would put that at the third level of priority. 

Senator Hunz. Veiy welL 

llr. Iawib. Tes. Tve spoke 1 : itly with the heads of two otho- 
west coest btmfc ETTCs and il is unanimity among us that the 
JffiTiiHnn of exports— inclu l the export of services— and the 
ratio requirements are uie moet importemt factors of this 



ontal ] 



Hums. Veiy wdl. Well, gentlemen, thank you very 
mndi for your testimoiiy. We greatly appreciate your assistanoe to 
all of us. "Diank you. 
Hw hearing is adjourned. 

(Whereupon, at 11:25 a.m., the hearing was adjourned.] 
fnw coi^ilete prepared statement of Mr. Stephen Sohn follows:] 
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I M STEPHEN SOHN, PRESIDENT OF INTERNATIONAL MANAGEMENT AND EXPORT OEVELDPNENT 
CORPORATION (IMEO). A CONSULT I HG-GUSI NESS ADVISORY ORGANIZATION SPECIALIZING 
IN INTEhNATIONAL TOAOE AND FINANCE. ONE OF OUR AREAS OF FOCUS IS COUNTERTRADE 
AND OFFSETS IN WHICH WE ADVISE OUR CLIENT ON THE BEST STRUCTURE, APPROPRIATE 
TRADING VEHICLE TO UTILIZE, ASSIST IN NEGOTIATING CONTRACTS AND CONSUMMATING 
THE TRANSACTION. 

I AM PLEASED TO TO BE INVITED TO CONHENT OH EXPORT TRUING COHPAHIES. A 
SUBJECT THAT IS SO VERT CRITICAL TO AMERICA'S EXPORT PERFORNMICE. 



HHEH THE EXPORT TRADING COMPANY ACT IMS SIGNED INTO LAW IT WAS HAILED BY 
BOTH CONGRESS AND PRESIDENT REAGAN AS A MAJOR STEP FORWARD IN INCREASING 
OUR EXPORT COMPETITIVENESS. SUPPORTERS HOPED EXPORT TRADING COMPANIES WOULD 
DRAMATICALLY INCREASE EXPORT OPPORTUNITIES FOR SMALL AND HEOIIH-SIZED EXPORTERS 
-- SECRETARY BALDRIOGE PREDICTED MORE THAN 300,000 TRADE RELATED JOBS WOULD 
BE CREATED 6T 1985. THE FORECASTED TRADE REVOLUTION HAS BEEN A DISAPPOINTMENT, 
TO SAY THE LEAST. 

AS YOU ARE AWARE, MR. CHAIHHAH. MY INVOLVEMENT IN THE EXPORT TRADING COMPANY 
LEGISLATION BEGAN IN I97B WHEN BOTH YOU AND SENATOR ULAI STEVENSON BEGAN 
TO FOCUS ON THIS OPPORTUNITY DURING THE HEARINGS ON U.S. EXPORT POLICY HELD 
IN EARLY 197S BY THIS SUBCONHinEE. THE SUBCOMMITTEE REPORT, ISSUED IN 
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MARCH 1979, INCLUDED A REC0HHENDAT1OH THAT U.S. EXPORT TRADING CCHPANIES 
BE ESTABLISHED TO EXPAND EXPORTS OF THE PRODUCTS OF SMALLER U.S. PRODUCERS. 

S1663 THE EXPORT TRADING COHPAHV ACT OF 1979 HAS INTRODUCED OH AUGUST 2, 
1979. REVISED AS SZ379 AND AGAIN AS S2718 AS THE EXPORT TRADING COMPANY 
ACT OF 1980 AND FINALLY REINTRODUCED IN 1982 AS THE EXPORT TRADING COHPANY 
ACT OF 1982 AND PASSED ON OCTOBER 8. 1982 - CONSISTENTLY SPONSORED BY YOU 
MR. CHAIRMAN. 

YOUR PERSEVERANCE, DEDIUTIM AMD FIRM COMMITMENT DURING THESE PAST EIGHT 
YEARS IS EVIDENCED AGAIN BY THESE HEARINGS TODAY. IN BEHALF OF THE AMERICAN 
EXPORTING COMMUNITY AND FUTURE EXPORTERS - THANK YOU. 

MY OWN COMMITMENT TO THE EXPORT TRADING COMPANY (E.T.C.) CONCEPT IS EXEMPLIFIED 

NOT ONLY IN MY PRESENT CAPACITY BUT, I LEFT UNITED TECHNOLOGIES IN 1984 

TO ESTABLISH AN EXPORT TRADING COMPANY AT BANKERS TRUST COMPANY, THE EIGHTH 

LARGEST BANK IN THE UNITED STATES. AS PRESIOEMT ANO CHIEF OPERATING OFFICER 

OF BANKERS TRUST IMTERNATIONAL TRADING COMPANY, I ATTEMPTED TO ACCOMPLISH 

AS MANY OF OUR LONG ESTABLISHED GOALS AS POSSIBLE. 

ETC REALITIES 

SEVERAL FACTORS BEYOND ONE'S CONTROL WORKED AGAINST HE AND THE TRADING COMPANY 
- MOST OF WHICH ARE GENERALLY KNOWN ANO ONE KEY FACTOR WHICH IS LESS DISCUSSED: 

THE VALUE OF THE DOLLAR VS. COMPETITORS" CURREMCIES. 
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o THE LEVEL AMD GRMTH OF GROSS NATIONAL PRODUCT (GNP) IN FOREIGN 

COUNTRIES. 

THE AVAILABILITY OF INTERNATIONAL LENDING - TRADE FINANCE. 

□ OEVELOPINS COUNTRT DEBT PROBLEMS. 

INTENSIFIED JAPANESE, EUROPEAN AND SOUTHEAST ASIAN COMPETITION. 

ESTABLISHED WRKET DISTRIBUTION PATTERNS. 

LACK OF LDNG-TERH COmiTMEKT ON THE PART OF THE BANK HOLDING COMPANY. 

BACKGROUND, TRAINING AND "MENTALITY* OF THE BANKER, 

THE DRAMATIC DECLINE IN THE VALUE OF THE DOLLAR NOU MITISATES THE FIRST 

PROBLEM. GHP LEVELS IN THE DEVELOPING WORLD HAVE INCREASED SINCE 198Z. 

THE LACK OF TRADE FINANCE AND DEVELOPING COUNTRY DEBT PROBLEHS STILL PERSIST, 

THE COUNTRY DEBT DISASTER OF SEVERAL YEARS AGO PRECIPITATED THE DEMISE OR 

AT LEAST THE RE0H6AN1ZATI0N OF TRADE FINANCE ACTIVITIES AT HOST FINANCIAL 

INSTITUTIONS. BANKS CERTAINLY DO HOT EXHIBIT THE AGGRESSIVENESS IN INTERNATIONAL 

LENDING AS SHOWN 5-10 YEARS AGO. NOW WITH THE RENEWED MEXICAN DEBT CRISIS 

I FEAR A FURTHER DAMPENING IN THIS CRITICAL EXPORT SUPPORT AREA. 1 STRONGLY 

RECOMHENO THAT CONGRESS AND/OR THE ADH I 111 ST RAT ION IMMEDIATELY ESTABLISH 

A TASK FOftCE TO STUDY AND HAKE RECOMHENQATIONS ON EXPORT FINANCE IN ORDER 

TO HAVE EFFECTIVE TRADE FIHAHCE SUPPORT FOR OUR EXPORT POTENTIAL THROUGH 

THE END OF THE CENTURY. THE FOCUS MUST BE ON COWIERCIAL AS WELL AS MILITARY 

SALES. 

ALTHOUGH THERE HAS BEEN AH INTENSIFYIHG OF FOREIGN CDMPETITIOH WHICH HAS 
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CONTINUED TO BRING ABOUT THEIH SECURING OF CERTAIN MARKET DISTRIBUTION PATTERNS, 
THE PRESENT COMPETITIVE VALUE OF THE DOLLAR COUPLED WITH THE HIGH QUALITY 
STANDARDS OF AMERICAN PRODUCTS AND A FIRM "YAMKEE TRADER" COMMITMENT - THE 
COMPETITION CAN BE OVERCOME AND DISTRIBUTION PATTERNS CHANGED. 

FROM MY OMN EXPERIEMCE AT BANKERS TRUST AS WELL AS OBSERVING OTHER MAJOR 
BANKS, I DO HOT BELIEVE BANKS HAVE THE NECESSARY FORTITUDE OR PATIENCE TO 
CONFRONT THE APPROPRIATE INVESTMENT LOSSES IN BUILDING AN ETC. THIS LACK 
OF LONG TERM COMMITMENT IN LIGHT OF ADVERSE ECONOMIC CONDITIONS, COMPETITION 
AND A TOTALLY "MEW BUSINESS" IS NOW EXEMPLIFIED BY SO MANY BANKS BACKING 
AMAY FROM COMMITMENTS THEY HADE OVER THE PAST TWO YEARS. MANY OF THESE 
INSTITUTIONS HAVE BACKED. DOWN FROM THEIR ORIGINAL OBJECTIVES TO THE POINT 
THEY ARE ONLY DOING FINANCIAL TRANSACTIONS, WHICH THEY 00 NOT MEED AM ETC 
TO PERFORM. OTHERS HAVE EITHER CLOSED THEIR DOORS OR ARE IN THE PROCESS 
OF UNWINDING. 

ASIDE FROM THE LACK OF AT LEAST A MEDIUM-TERM COMMITMENT, BANKERS ARE MOT 
BUSINESSMEN. BANKERS ARE CREDIT TRAINED, THEREFORE BY BACKGROUND AND TRAINING 
THEY VIEM A TRADE RELATED OPPORTUNITY NOT FROM THE VIEWPOINT OF PERFORMANCE 
AND TRANSACTION RISKS BUT FROM A CREDIT PERSPECTIVE. THEY DO HOT HAVE THE 
TRAINING TO EVALUATE WHETHER EITHER PARTY TO A TRADE CAN PERFORM BUT INSTEAD 
INAPPROPRIATELY EVALUATE THEIR CREDIT WORTHINESS. A PERSON IH BUSINESS 
(INDUSTRIALIST] UNDERSTANDS THE NECESSARY INGREDIENTS NEEDED TO HAKE A SUCCESSFUL 
TRANSACTION. THE BUSINESSMAN UNDERSTANDS AND CAN APPROPRIATELY EVALUATE 
THE RISKS OF A TRANSACTION AND RELATIVELY QUICKLY MAKE A "GO/NO GO" DECISION. 
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BANK TRAINING AND PROCEDURES PRECLUDE OR AT LEAST MITIGATE THIS NORMAL BUSINESS 
PROCESS FROM EFFICIENTLY OCCURRING. 

ETC IS A BUSINESS 

BEAR IN MIND, I HAVE WORKED UlTH BANKS FOR OVER TWENTY YEARS AND NEVER APPRECIATED 
THIS FLAW UNTIL 1 WORKED IN A BANK. 1 AM PROBABLY MORE DISAPPOINTED THEN 
HOST THAT BANKS HAVE BEEN UNABLE TO SUCCEED WITH THEIR ETC'S. I STILL FIRMLY 
BELIEVE BANKS HAVE ALL THE INGREDIEKTS FOR SUCCESS - MARKET AND RESOURCES 
- IF OKLY THEY UOULD ALLCM BUSINESSMEN TO OPERATE THESE BUSINESSES AS A 
BUSINESS. 

S2718, THE 1980 BILL, CONTAINED A SECTION ENTITLED "ADDITIONAL VIEHS OF 
SENATORS TOWER, CRANSTON AND GABN." THEY EXPRESSED THEIR CONCERNS ABOUT 
BANKS SIGNIFICANT DEPARTURE FROM THEIR TRADITIONAL BUSINESS. THEY NOT ONLY 
QUESTIONED THE SAFETY OF DEPOSITORS' FUNDS ANO STOCKHOLDER INTERESTS BUT 
ALSO "THE ABILITY OF BANKING ORGANIZATION PERSONNEL TO MANAGE COMMERCIAL 

VENTURES " I'M SORRY TO SAY THE SENATORS APPEAR TO HAVE HAD REALISTIC 

APPROPRIATE CONCERNS AS TO THE BANKERS' ABILITY TO MANAGE A COMMERCIAL ENTERPRISE. _ 
AS TO THE SAFETY QUESTIONS. BAKKS ARE CONSERVATIVE ENOUGH TO FULLY MAINTAIN 
THAT TRUST. 

ALL THE PROPOSED CHANGES (AMENDMENTS) UNDER S1934 TO THE PRESENT LEGISLATION 
ARE NEEDED ANO I FULLY SUPPORT. IF THE BANKS ARE GOING OUT OF THE TRADING 
BUSINESS THEN 1 GUESS WE ARE DEALING IN AN EXERCISE IN FUTILITY AND WE SHOULD 
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PRODUCTIVELY BE FXUSIHG OUR EFFORTS ON THE BUSINESS COHHUNITY'S ESTABL 1 SHHENT 
AND EXPANSION OF ETC'S. 

MSSIVE TRADE DEFICITS 

IN 1982, WHEN THE ETC LEGISLATIOH MAS PASSED OUR TRADE DEFICIT WAS APPROXIHATELY 
{40 BlLLlOHi IN 1986 FOR THE SECOND YEAR IN A ROW (DESPITE THE DEaiNE IN 
OUR OIL INPOftT BILL) OUft TRADE DEFICIT WILL EXCEED (100 BILLION. IN THE 
FOUR YEARS SINCE 198Z, THE HEED FOR THE ETC LEGISLATION EXISTS MORE THAN 
EVER BEFORE. WE MUST EXPAND OUR EXPORT BASE AND DERIVE ALL THE ATTENDANT 
ECOHOMIC BEHEFITS. EXPORT EXPANSION MUST BE A HATIOHAL PRIORITY. 

1 STILL FIRHLY BaiEVE THAI EXPORT TRADING COWANIES REPRESENT ONE M THE 
HECHANISHS THAT WILL HELP REVOLUTIORIZE MCRICAH TRADE. THE ETC FORHATIOH 

PROCESS HAS BEGUN, THE 'SOUL SEARCHING* AND RE-ANALYSIS IS CONTINUING AND 
EXPORTS HAVE BEEN STIMULATED. AS REPRESENTATIVE DON BONKER RECENTLY STATED, 
*NOU MORE THAN EVER, WE MUST DO EVERYTHING WE CAN TO NURTURE THESE VEHICLES 
FOR EXPANDING U.S. MARKETS.' 

ETC'S ARE CERTAINLY HO PANACEA AND ACTUALLY ONLY REPRESEtff-A PART OF OUR 
EXPORT SUPPORT TOOLS. TOGETHER WITH THE INCLUSION OF ALL APPROPRIATE EXPORT 
INCENTIVES - WE CAN SHOW THE WORLD THAT WHEN IT COMES TO TRADE AMUllCA HEARS 
BUSINESS. 
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INTERNATIONAL MANAQEMEKT & EXPORT DEVELOPMENT CORP. 
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NT. Sctn aijoya a ttorlctniOt reputation as an axpart in International 
Tnde anS Finance. He is President ctf Inteniaticnal Nenageaent and 
E]qiort Devela(nent Corporaticn. {DCD) focusing on Miltilateral trade 
prcoDticn tedniques inckidlng CHerseas investpent, tectnolotiy transfer, 
axntertrade, oCfocts. trade linance. foreiqn military sales ims). end 
Huhinqton Executive BcancA Mid CcngrsBslanal trade initiatives using 
proven Innavative' proactive lethods. 

Mr.jSctm is also a Vice President of Intnmational [tota Bank (IDB) 
uhich > is a ocopany involved In developing a database of Intematicnal 
tEadKlnfomatlon that is used by a voridHide neCHOck of associate trading 
ccsfianies aid producers to facilitate trade transactions. 

PrevlouB to establishing DCD he fctm>d and was President end Chief 
Operating Officer of BtnXers Trust International Trading CcmptDiy (EOTIC) 
ipecializing in countertrade ard offsets. Prior to joining BTnc he nae 
vice President at Uiited Tednologiee Credit Cocpcration responsible fee 
international financing, Nashington trade representaticn and business 
assoclaticn affairs. He joined United Te<Jviologies International in 197S 
as Treasurer and Oiief Financial Officer. He previously had more than ten 
years' broad experience in high techmlogy confjonies covering Aeroepace, 
TeleccsHXiications aid Medical B^iiniait in the areas of Porei^i 
Investnent, Public Accounting, Treoaury, International and Osrpcrate 

»lr. Sctm's clients are in a variety of induBtriea including 
Aerospace, Defense, Electronics, Digineering, Construction, amierci'il 
Banking, European Regicnal Oianfcer of Ccnnerce and Industry. 
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tero^ace Industries As9cx;iatlon of Aroecica 

Oiaimian, International Council 

Chairman, International Finance Camittee 

Henter, Executive Comnittee 
American Defense Preparedness Association 
Consultant on Trade and Eiqnct Finance to the United States 

Trade Rqiresentative (Hhite Bsuse) 
Chantier of C m ine i. ce of the United States 

International Policy Comnittee 

Export K)licy Task Force - Chairman, Eiqiort Finance Ccnnittee 

Past Chairman, Gc^wmment Progr am s Camittee 
National Association of Accoixitants 
Private Ei^iort Funding Corporation (P^OO) 

Advisory Board and loan Comnittee 



'Hulti-Lateral Trade in a Non-Ttaditional Wxrld", The Timasurer, 

United Kingdcm, October, 1984. 
"BAHRAIN - The Singifnire of the Hiddle East?", July 1979. 

OEWGRESSICMAL TOSnM3« 

Senate Foreign Relations Connittee 

Senate Banking Ccninittee 

Bouse Banking and Urban Affairs Ccnnittee 

Hsuse Hays and Means Connittee 

House Foreign Affairs Ccnnittee 



DigilizaflHyGoOgle 



RESPONSE TO WBITTEH QUESTIONS OF SENATOR PROSUIRE FROH 
R. DAVID LUFT 
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'During the June 17 heacingt Goreinoi Hanuel H. Johnaoni Je. of tb* 
Fedecal Raaerve Board statadt "There la no evidencer boi>ev«t> that 
ETCs affiliated with banks have been any leaa aucceaaful than 
trading ccapanlea that have no connection with banking 
oiganliatlona. Kany of these trading copanlea reported to the GAO 
that business has been disappointing, citing econoilc EactoiSt 
particularly the high value of the dollar, as the reason.* with the 
addition of the second sentence of Kr. Jobnson's state»ent [which 
was not cited in Senator Froxalie's question), I deduce that 
Hr> Johnson is coapating Departaent of CcaBerce-certltied ETCs with 
bank -affiliated ETCs foned under Title II of the ETC Act In the 
context of tbe GAO repoit {which uses data up to October 1, 19B5J . 
Given this backgiound, Mr. Johnson's stBtenent Is open to readily 
understandable Blslnterpretation, A better fonulatlon would have 
been, *we are unaware of any aiplrlcal study which denonatratea at a 
high level of confidence that bank-af filiated ETCs are either More 
or less successful than nonbank ETCS In teras of eiport sales 
voliBS, profits, return on equity, etc.* 

Senator ProiBlre's question reads, 'If that Is true how can you 
contend that it is the Federal Reserve Board's a^lnlstratlon of 
Title II of the ETC Act that prevents D.S. export trading conpanlea 
ftta being able to coapete with foreign owned ETCs? After all tha 
Fed has no Jurisdiction over nonbank-af filiated ETC7' Based on the 
discussion in paragraph one, no one would be able to ascertain 
whether or not the first sentence of Mr. Johnson's stateaent is 
*true*t however, one can conclude that tbe sentence in question Is 
aaplrlcally not valid, in any caae, tbe 'aucceas* (however defined) 
of D.S. bank-affiliated ETCa zis a sIm V.B. ETCs 
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not afflllataa with D.B. banka 1* Irrslavant to mr contantloo that 
It Is the Fedccal Reseive Boacd'n administration of Title II of th« 
BTC Act which prevents U.S. bank -affiliated ETCs f cod ooapeting 
effectively against fotelgn bank-af filiated BTCs. (I would Ilka to 
clarify that I did not contend that the fedecal Reserve Board's 
aAilnlBtcation of Title II prevents O.S. BTCs not affiliated with 
banks tioai being abl« to coapete with f oielgn-owned etCb ) 

Ky contention is baaed on a coapailaon of Japanese bank-affiliated 
trading companies, in particulei the sogo shosba, with U.£. 
bank-affiliated trading coapanles. Fian an analyfta of the 
Infornatlon contained in the major accounting flro's study of the 
sogo ShoBha which l mentioned in my testimony (John Gunther-Kohi and 
Bichacd V. L. Coopei, Foreign Tcadinq Conpaplea! Lessons for D.B. 
Banks . Coopers ( Lybrand, 19B4), I am forced to conclude that if the 
Export Trading Company Act of 19B2 were a Japanese law and the 
present Federal Reserve implementing regulations were In force, the 
nine largest — and most succeSBful — Japanese trading companies 
[which are bank affiliated via the lalbatsu) would be unable to 
e^ply. For 1963 which la the latest financial data in the stu 
the Sogo ehosha did not meet the Federal Reserve s 50 psrcant 
ravenu* test both because they have substantial sales in Japan and 
because a substantial share of revenues Is derived frco sales 
between third countries which would be counted on the import side 
under present Federal Reserve regulations. Ml of the Sogo Ehosha 
exceed the Federal Reserve's inventory lioitation of $2 million 
without firm orders for resale. Finally, the £ogo Ghosha also do 
not comply with Section 23A of the Federal Reae^e Act. It Is a 
matter of fact, then, that the Japanese trading coapanles both do 
not comply with the Federal Reserve's Isplesenting regulations of 
Title II of the ETC Act and that no such regulations restricting the 
activities of Japanese trading companies eiiat In Japan. From this 
analysis the conclusion that U.S. bank-affiliated export trading 
companies are at a serious competitive disadvantage with respect to 
their generally acknowledged most successful foreign competltois ae 
a consequence of the Federal Reserve's interpretation of Title ll of 
tha ETC Act of I9B2 appears inescapable. 
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oraiseas. M such prohibition applies to nonbank ETCa. Ondai 
cuiiant Federal neseive actalnlstiatlve piaetlcas, bank-afflllatad 
BTCs ace effectively United to a leveraging tatio of lOil or leas, 
Blghei leveraging ratios are approved on an exception basis 
4currently only one exception at 17il eilsts) and are Inveiaely 
proportional to the Federal Reserve's judgaent of tbe riskiness of 
tbe line of business. Konbank ETCs are llaited only by aaiket 
factoiB, I.e., the soundness of their operations and theli ability 
to negotiate higher ratios. Uthough sony loans to nonbank ETCs 
require adequate collateral as a condition lapoaed by the lander, 
bank -affiliated etcb are required to poet such collateral in all 
Instances by virtue of tbe statutory application of Section 23A of 
the Federal Reserve Act. The requirement that bank ETCs derive aoce 
than 50 percent of their revenues froa exporting can force then to 
forego a potentially profitable transaction In order to atay within 
the 50 percent regulreaenti nonbank ETC* need have no concern about 
the percentage of their revenues derived froa exporting. 

Through Its ateinistratlve practices tbe Federal Reserve Halts the 
aaoant of inventory a bank-af filiated ETC nay bold for Its ovn 
account to $2 ailllon. Honbank BTCs are not subject to a regulatory 
Halt and can, therefore, carry Hbatever inventory level Is 
consonant with international aarket condltlone, Dnlike bank ETCs 
which are prohibited by statute froa taking positions in coaaodltlee 
or coaaodlty contracts, in securitiea, or In foreign exchange except 
as >ay be incidental to tbeii normal business operations, nonbank 
BTCs are not subject to auch a prohibition. JLnotber statutory 
prohibition to which nonbank ETCs are not subject is the prohibition 
against bank-af filleted ETCs engaging in agricultural production 
activities or in aanufecturlng except for such Incidental product 
aodif icatlons as repackaging, reasseabling or extracting [^products 
to the extent necessary to enable the D.S. goods to confora to 
foreign requlreaents for sale. 

irhlle I do not wish to iaply that I favor the full elluinatlon of 
the separation of banking and ccaaerce. It is ay opinion, based on 
the research conducted for tbe purpose of answering 
Senator Proxalre's questions as well as ny experience aa an 
international coaaerclal banker dealing with both E 
Japanese trading coMpaniee, that the Federal Resci 
regulations for Title II of the ETC Act are at variance with 
section 102 of Title I of the Act. The Federal Reserve's preeent 
regulatory interpretation of Title II virtually ensures the abldlr 
truth of Title I, Section 102(a)(8) of the Act, i.e., 'the 
develofaent of export trading coapanies In the United States has 
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S. 1934 would 
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hat provided by Hr. Jobosc 
of bank BTCb that are shown as operational 
list are shown as closed In the list I am 
like to conment on Governor Johnson's writ 
subcoBmlttee. On page 12, Governor Johnsc 
BOdify the definition of an ETC to include conpanlc 
principally export goods or services produced by t' 
of their afflllatea. This revision would permit a 
any ccmpany that provldea Its own services to fore 
regardless of whether tbe services relate to trade.* I would like 
to point out that when a donestlc 'company provides.. .its own 
services to foreign custouers* it is considered an export of n.8. 
services and Is thua related to trade — trade in services. On 
page 14 Governor Johnson statea, 'The practical effect of S. 1934 
would be to change the Congresslonally intended eapbasis In the BBSA 
fron pronotlng U.S. exports and enploynent to providing a vehicle by 
which comnercial banking organiiatlons, through tbe oedlim of an 
ETC, could acquire organiiations serving overseas cuatc«*rs without 
benefit to the United Statea trade or balance of payxents 
position.* I should like to point out that the Federal Reserve 
already permits bank-affiliated ETCs to 'acquire organiiatiocs 
serving overseas custcaers without benefit to the United States 
trade or balance of payments' as indicated in Governor Johnson's 
example, cited on tbe prevloue page, of an ETC that has acquired, 'a 
ccapany in England that engages In custcos bonding services and in 
certain types of Inventory control services related to cross-border 
trade.' The ETC'e Investment In the ccopany In England was s debit 
for the U.S. balance of payments and a credit for the balance of 
payaents of the United Kingdom. The sales of the company In England 
to non-n.K. custcmers will benefit the British balance of paymente 
on trade In services. Bowever, there will be a benefit to the 
United states balance of payments if and when the company in England 
remits profits to the U.S. ETC which owns It. 
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r Johnson deals with the aethod of i 

In S. 1934. I would like to point out that a 
: which la 'substantially engagad In tblid party 
~ ' ~ Dould b* engaging in the export of a D.G, 

'irived fioB such a services aipoit would 
ID cna D.G. balance of payncDts when lenitted. 
non aaqultur to aigue as does Goveinoc Johnson 
calculation proposal contained In B. 1934 would 
[•Bult In *... a substantial altecatlon of Congressional Intent as 
to the puiposes of BTCs to proaote the export of D.S. goods and 
services and would be contrary to the original prenlse for allowing 
bank holding coapaniea to engage in this actlvltyi that the 
increased risks undertaken by a bank bolding coapany through an ETC 
Mould be counter -balanced by an increase In U.S. exports.* 

Moraoveri there is a fundaaental discord between the Federal 
Reaeive'e nethod of revenue calculation, which counta revenues 
derived fiea third party trade or countertrade involving two foreign 
countries facilitated by a D.E. doalclled benk-af filiated BTC as an 
laport, and the aethod followed In balance of payaente accounting 
which counts such revenues as D.E. services exports when realtted. 
The D.E. has recently gone through a period during which the high 
value of the U.S. dollar aade aany G.S. products price uncoapetltlve 
with their foreign equivalents, which In turn led to a aubstltution 
of foreign-produced goods for those which had been exported frca the 
D.S. when the value of the D.S. dollar was lower. If the S. 1934 
Method rather than the Federal Reserve's present nethod of revenue 
calculation had been In place during the recent period of the high 
value of the D.S. dollar, there would have been at alniaun the 
potential for D.S. bank-af filiated BTCs to capture part of the 
revenues derived froa third party trade for the benefit of the U.S. 
balance of payaente and for the benefit of □.8. aeivice eector 
eaployaent. 

Soaa Indication of potential benefits for the U.S. it the 8. 1934 
aathod of revenue calculation were adopted can be derived fr<n the 
data given In the Coopers and Lybrand atudy cited earlier. In 
FT 1983 the nine Sogo Shosha had S54.4 billion of sales (15 percent 
of total sales] derived froa offshore (I.e., third-party] trade. 
Since the profit aacglna of the nine Sogo Ghosha during this period 
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1 one-bait and two percent, the profit on thitd-pai^ 
trade for tbe group was between $272 nillion end !1.09 billion which 
repreaentB a not Inconsequential benefit for the Japeneae balance of 
paynente to the eitent remitted. 

I thank you and Senator Froxalie for your Invitation to 
detail. I aa at the SubcoHxlttee's aervlee ahould forthai 
clarification be required. 

Sincerely. 



David Lnft 
>uty Mslati 

Bncloe 
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BAWK HOLPIHC COHPAKY 

ShawBut Corporation 



Honi Kong and Shanthii Banking 
Hong Kong 



EXPORT TKAPIHG COMPAWt 

ShiMBut Export Corporation 
Jaaes G. Dadsun. Eiecutive V. 
Techeiport , Inc. 
J44 !nd Avenue 
Halthaa. MA 021S4 
61T-I90-650T 

Fleet Trading Coapany 
Donald Crane, Assistant V.P. 
Ill HestBinster Street 
Providence, Kl 01920 

4(I]-I7«-S7J9 

Equator Trading Coapanr 
Michael P.H. Stephenson, Presi 
111 Charter Oak Avenue 
Hartford, CT 06106 
203-24B-7776 



1 



TradlDg Corp. 
JeEEery Gilbert, President 
2*0 P*rk Avenue 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR PROXUIRE FHOll 

ALLAN l.tlBNDELOHITZ 

SENIOR ASSOCIATE DIRECTOR 

NATIONAL SECURITY AND INTERNATIONAL AFFAIRS DIVISION 



. You contended in your June IT testiaonr that the reason U.S. 
bank affiliated ETCs have not prospered is at least in part 
due to the Hay the Federal Reserve adainisters Title II of 
the ETC Act. You contended further that changes to Title II 
■ade by S.430 "will go a long way" tottord curing the 
probleas of bank affiliated ETCs. 

he poor perforaance of nonbank 
he period since enactment of the ETC 
they have not done tiell the same 
for the Boat part, why hsnk -affiliated ETCs have 
c done well? 

our teatiaony we stated that Bank ETC's believe that 
rtain provisions of the Act and certain Federal Reserve 

affected or will affect 
ice, potential to coapete with foreign- 
owned trading conpanies, and ability to survive. 

Of particular concern are the Board provisions that bank 
ETC'a (1) BUBt derive acre than 50 percent of their revenue 
from ejtportina, with third-country trade and countertrade 

that thoaselves CKport 'Bervicea, (3) aust observe the same 
collateral requirements as nos-bank affiliates when 
borrowing from parent banks, 4 must have a leveraging, or 
asset-to-oapital ratio not greater than 10 to I , thereby 
liaitiag the amount that can be borrowed and (S) auat have 
proposals to take title tu goods in exceas of 12 aillion 
(except against firm orders) approved by the Federal Reserve 
"iserve Banks. We also stated 
to address these and other 



r testimony, the poor 

U S export perforaance is 
including the level and growth 
foreign countries; the value of 
it LTiternBtional lending and 
tne current aevelopins country debt problems; U.S. 
technological leadership, foreign tastes, preferences, and 
barriers to U.S. products; U.S. business attitudes; and 
iapediaentB to U.S. exports ct-eated by U.S. laws and 
regulations. The most iispnrtant determinants are 
fundamental econoaic factors, such as foreign econoalc 
growth and relative exchange rates. The negative influence 
of these fundamental factors could not be offset by whatever 
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PROXMIRE— UENDELOWITZ 

lOved b7 the Export Tradi 
;Belf cannot guarantee 
love specific ImpediDenta to 
ire attributable to Federal 
I their abilit7 to 

Has four a|enc7 conducted anjr studies on the lendini 
practices of U.S. banks via a via ETCa? la there any reason 
to believe that bank-affiliated ETCa Mould be unable to 
obtain financing from unaffiliated lendera for reasons other 
than credltxorthinesa? 

GAO has not conducted any atudiea on the lending practices 
of U.S. banha via a vis ETCs. We are not aware of any 
reasons Hhy bank-af filiated ETCs nculd be unable to obtain 
financing fron unaffiliated lenders for reasons other than 
credit Horthiness. Aa a practical aatter He Mould expect 
bank ETCa to obtain loons froB their affiliated banks. 

Hhy do you think nonbank-OHned ETCs can't get financing? If 
the riak is ao great in lending to nonaffiliated ETCs, xhy 
should a bank be less stringent in lending to an affiliated 

ETC? 

We did not aaj that nonbank-otined ETCs can't Bet financing. 
Whether or not nonbank-oxnad ETCs can get financing la 
dependent on the reapeetive credit ratings of these firms. 
We are not anare of any reasons Hhy a bank should apply 
different levela of st'ringency in lending to affiliated or 
unaffiliated ETCa. The prlnary basis for bank loans should 
be credit worthiness of the fira seeking the loan. 
Officials of bank ETCa are in effect asserting that the 
Federal Reaerve Board regulationa, aa applied to affiliated 
bank ETCa, are unnecessarily stringent and unduly raise the 
costs of doing buainess. 

inka favor their affiliates? 

Considering the very small capital requirements of ETCs 
relative to the resources of the banking sector, He do not 
believe that the capital needs at ETCs xill reault in any 
cronding out or capital shortages for any category of 
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RESPONSE TO WRITTEN QDESTIONS OF SENATOR HZINZ FROM 
UALCOUl P. DAVIES 



0. 1 During tMitiWHiy b*fOE* thm Intainatlonal riiwnc* 

fTiilii iiiaH I III on S. 1934, Ui« Export Trading Comptay 
Aaandaents Act of 1985, some participants took issue with the 
pcoriaion oC 8. 1934 titat would perait an ETC to export 
[goods and) sorvices produced by itself or its affiliates oe 
to provide 'export trade Beivice§ to facilitate the export of 
goods or services produced in tbe D.S. by unaffiliated 
persons.* Zt was argued that this provision would open the 
door to D.S. banks getting involved in all eanner of non-bank 
services inside and outside the Dnited States including 
ttalnu like Banufacturing. Could job co^ient oq what you aee 
es tiM iapact of this provision oC 8. 1934 and the extent to 
which it lepreaeats a significant aipansion of bank povacs? 

Response 

He believe that the provision of S. 1934 pemltting BTCs 
owned by bank holding conpnnles to export their own services 
or those of affiliates should have a highly favorable inpact 
on ETC operations. Incone teem sucb activities would aake it 
easier for ETCs to neet the "principally* test and would be a 
positive factor In the n.S. 'a current account. 



<!} This provision would result In 02 expansion of 
bank powers. Banks affiliated with BTCs through 
connion bank holding company ownership derive their 
powers frcm federal or state banking laws. This 
provision would have no iiapact on such banking 
laws. What this provision would do would be to 
pamit an ETC to export services provided 1^ a bank 
affiliate under existing stats or federal law. 

(11) The ETC Act specifically provides that an ETC 
nust be 'exclusively engaged' in activities related 
to international trade. This specific linltation 
was included in the ETC Act to prevent ETCs fron 
engaging in domeGtic business activities. This 
limitation would continue to apply even if BTCs 
were penltted to export their own goods and 
eervicas. Thus, an ETC could not use this 
. provision to engage indirectly In donestic 
activities. 
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(Hi) Tli« ETC Act Specifically prohibits an ETC 
teat sngaglng In ai^ agricultural production or 
Hanufactuclng activltlas (axcapt for incidental 
product ■odilication) , whararar located. 

(iv) The BTC Act BpeclflcBlly prohibits an ETC 
Ccon engaging In any securities activities In the 
United States not pemissibla for a bank holding 
company, and also specifically prohibits an ETC fron 
engaging in any donaatic insurance activities <with 
the axcaptlon of certain Insurance covering the 
D.S. portion of International sbipnenta). 

In sua, we believe the Congress has already Bade It crystal 
clear in the ETC Act( that bank holding conpaniea cannot use 
ETCb to expand into donestic activities, especially such 
politically-sensitive activities as secuEltles, insurance or 
manufacturing. Those previsions would continue to apply if 
S. 1934 were enacted. 
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EESPONSE TO WRITTEN QUESTIONS OF SENATOR PROXUIHE FROM 
UILCOUI P. DAVIES 



0.1 On pag* S of jour tsatlMony jrou liBt soa« cttaaonB wlgr 
bank-affiliated BTCa bare not fulfilled ezpsctatlons of *MW 
tb«t they would ba a najor focce In export prosotlon. Om 
reason you cite is 'the absence o£ coanecclal trading 
experience in baDking ocganixatiooa. ' Thia aoands Bach lika 
Hr. Sobnr fonKEly of Bankers Trnat, wbo contvnda that 
bankers "do not have tbe training to evaluate whetber either 
party to a trade can perforHf but instead inappropriately 
•valoate ttaeir ccedit wortbiness. ' 

In view ot Uw problea banks bava bad ia trying to croan into 
tba trade mltura at a particularly difficult period for 
•porters, do yon think there Is any sarit in tbe Fed's 
contention that Congcess ought not Make changes in existing 
law until it boa bad a longer testing period during a aora 
favorable cllaata for exporters? 



He nust respectfully disagree wltb tbe Federal Reserve on 
tbia Issue. To encourage existing BICs and other bank 
bolding conpanies (fifiCs) to expand their ETC actlvltiasr a 
■ucb Bore liberal regulatory environment Is needed. For 
exasple, the existing revenue test dietocts tbe response to 
business opportunities. Does a D. S. ETC turn away a 
transaction which involves the ETC supplying Turkisb goods to 
tbe F.R. of China because its revenue test will be that Bucb 
BOt« difficult to meet? What happens later when a D.8. 
custofliec wants to sell to that game Turkish custmer? Hill 
the Turkish customer in fact, atill be s customer! if tbe 
U.S. ETC cannot assist In his third country eiq^ort? It would 
be preferable if such third country business were to be 
neutral in aeeting tbe test. 

nie Federal Reserve's argunent that tbe intent of the low was 
not to turn D.S. bankers into traders but rather export 
traders is to aiss tbe point envisaged by the Act; namely. 
that a company has to establisli proCeasional credibility 
among custoaerB who can deal with international competitors 
that are not clfcumscrlbed by a principally engaged test. To 
the extent that BBC ETCs have bad problems, such problems may 
have derived from their singular export orientation at a time 
vben U.S. goods were priced out of world markets. 
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Xb* Boltuzal pcoblav !■ not on* of bvlng luiabl* to mUc« tb« 
cottoct typ« of evaluation of the cuatooet. »• indicated by 
m. Sobnt but catbvE one of oducating banking p*caoanal to 
m— tcadlng (as well as banking) oppoctiinltlaa In the 
infoEiiatlon tliat ccoaaes tbelr desks dally. 

RatbeE than valt for a More favorable cllaate for ei^rtecB 
to see bcw tlie BHC £TCa do, we should be encoucaglng the 
developaent of tcading expectlee. With trading confldenoe 
•atobllohed, OE^wrtunltles for ej^ort will not be Ignored. 



Q. 2 In a follow t^ to ■; prior question I note that on page 
9 of your testlaony yoo state that BAFT strongly supports the 
pEorislon in the Helna bill that would provide that 
'principally Means an excess of export-related reveooea over 
i^mrt cevenuesi thereby ezcladlng third country transaction 
reveimea fraa the taat aatiraly." 

Isn't it tEtae that no bank affiliated HC has bad aiqr pEoblen 
■set lag tha Fad's definition of pEtnclpalXy and ttaa pEoblea Is 
selal; an anticipatory one? 



He know of one BBC ETC that closed because it could not find 
the legiilred export/ import balance in its actlvltiea. Ne do 
not luiow whetbei It was examined by the Federal Reserve prior 
to its decision to close Hbile the problem la aalnly 
anticipatoEyi It is presenting more problems as nore and aoEe 
BTCs face the end of their first two-year computation period. 



Q> 3 He. Dawias, at ooe Jnns 17 bsaElng yon said tbat smsII 
-"■"— ^ expert trading companies are for the aost part 
nader capitalized and they bave been ralatively onsncceasful 
for that Ewwon. If Uwes are profits to be aads in riuming 
tKs, why are these co^^anies ondercapltalizedT Why does an 
■fC have to be affiliated with a bank in order to raise 
•daqoat* capital? Doaa it have anything to do vitb tbs fact 
that aiq^zt trading Is a Eathar Elsky boslnessT 
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Reaponae 



D.S. trading cmtpanlts (and export manacrament coapanles) have 
tandad to ba 'niche' operations e^lolting an individual's 
apacialiied knowledge of a particular aarkat. Such personal 
skills cannot be delegated to any extent. This liaits growth 
potential , 

Export trading is "sore riaky" than dOHeatic business but the 
degree of risk varies very widely and nai^ markets would not 
be aigniflcantly riaklei. There are also various risk 
mitigating techniques available such as confiraed letters of 
credit and credit loBurance which the experienced exporter 
uses all the time. 

The reason that the D.S. has not bean fertile ground for 
nonbank ETCs in the past is that the D.S. has enjoyed a big 
enough domestic market for the great majority of businesses 
to thrive without bothering with international buainasa. The 
trade deficit now demands that a new tier of companies look 
to exporting and they need help to find markets, while the 
process of internal education goes on, BHC ETCa also need 
help In finding markets. The export "market makers' for BHC 
ETCa and their cuatomera are not going to be IBMf GS and 
Boeing but the 'niche' exploiters who can generate more deals 
or bigger deals In conjunction with a BBC ETC as the buyer 
and seller (and the flnancar] of goods In question. In many 
cases it la unlikely that a bank would consider the e^ort 
'market maker' an appropriate credit rlak i£ he were to seek 
to borrow funds to make the deals himself. Thus, we see an 
increasing partnership between nonbank etcs and BBC BTCSf 
whereby the former find the export markets and customers, and 
the latter work with the former to do the actual deal, i.e., 
trading and financing. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BEINZ FBOH 
lUNUEL H. JOHNSON, Jr. 



Qu«»tlon 1 . In your Castlaony bcfota the International 
Ptnanc* SubcoaalCCae on S. 1934, th* Export Trading Coapany 
AaendDente Act of 19S3, you responded to a quaaClon on tha iaaua 
of ETC leverage with the opinion that the failure of an ETC 
capitalized with 31 of the capital of Ita parent bank holding 
conpany and leveraoed at 25:1 would cause the failure of the 
parent coapany. This seeas an extrenely iBprobable outcoae, and 
«ne at variance with the exanple of a troubled ETC cited In your 
tcstlBony which apparently did not represent a significant 
threat to its parent institution. Could you please elaborate on 
your anawer and dlicuaa the likelihood that poor Binageaent at 
an ETC could wipe out tha capital of Ita parent bank? 

An awe r . The Bank Export Scrvlcaa Act provldca chat a 

bank holding coapany eay not tnveat aore than S percent of Ita 

consolidated capital and aurplua tn an export trading conpany 

("ETC"). Thla Inveataent Unit alone Is not enough to protect a 

bank holding conpany fron hare resulting fro> the failure o£ ita 

subsidiary ETC if that ETC Is highly leveraged; To llluatrata 

this point, ScnetoT Proxaire aaked whether e benk holding 

coBpany could expose up to 125 percent o£ ita cepital by 

Investing S percent in an ETC which is leveraged at 25:1 and 

could fail if Che ETC failed. I agreed that such a reeult could 

occur. For exanplai aaauaa Chac e bank holding co^any has |100 

■illlon in capital. Ic Invaata fS eilllon In an ETC end borrows 

fl2S nilllon Co aupporC Ita trading activities. If Che ETC 

encounters dlfflculciaa and la unable to eeec iCs obllgetions, 

Che bank holding coepany la faced with two choices; IC can walk 

ewey froe the ETC or it can assuae the ETC' a Itabllttiea. 

Either altarnaciva would severely ham cha bank holding coapany. 



DigilizaflHyGoOgle 



140 



I£ It lata the ETC fail, the bank holding Goapany will auffer 
daaage to Its reputation and likely a dranatic loaa of confi- 
dence by the aarkec in the bank holding coapany's ability to 
neet Its other liabilities. Our experience indicates that bank 
holding coapanles therefore are unlikely to walk away fron a 
troubled •ubsldiary. Alternatively, If the bank holding coBpany 
aasunes the ETC'a liabilities, the bank holding coapany faces 
losses that exceed its own capital. 

Admittedly, this Is an extrene exaaple, but it is 
entirely possible, especially if the ETC were engaged In 
activities of an especially risky nature, auch as taking title 
to goods. Even In a less extreae case, where the capital of a 
bank holding coapany Is sufficient to absorb any losses, the 
condition of the bank holding coapany will be weakened, reducing 
earnings and iapalring its banks' ability to serve the credit 
needs of the public. A prudential aeasure to avoid such occur- 
rences is to require that an ETC have adequate capital to 
support its operations and cope with the risks associated with 
Its activities. As I stated in ay testlaony, the Congress 
itself, in enacting tlie International Landing Supervision Act of 
1963 eaphasleed the necessity for the aalntenance of adequate 
capital levels by banking organizations. Thus, the Board cannot 
support the presuaption of S. 1934 that a leveraging ratio of 
25:1 would, in all cases, be prudent. 
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In dlacusslng the Board's poiltlon regarding th« applt- 
caclon of lactlon 23A to transactions with ETCs, I Mentioned a 
caae where a bank lent to Its affiliated ETC in violation of 
section 23A. This exsaple is consistent with and supports our 
discussion of the need for ETCs to naintaln adequate capital. 
In that particular case, the bank holding coapany Invested a 
relatively «odesc aaount In sn ETC. However, the ETC then 
borrowed more than ten tines this snount fros its affiliated 
bank, none of which it was able to repay. Thus, the total 
losses to the bank holding coBpany saounted to Its entire 
Initial Investsent plus ten times this snount In losn losses. 
Because the size of the investeent was snail, the bank holding 
conpany was able to absorb the losses. Had the ETC been nore 
highly leveraged, the losses to the holding conpany would have 
been correspondingly greater and could have represented a nore 
serlouB problen for the banking organization. In this instsnce, 
the losses to the banking organization resulted fron Its direct 
involvenent In extending credit to the ETC (in violation of 
section 23A); but even had the loans been extended to the ETC by 
an unaffiliated bank, the parent holding conpany would In all 
likelihood have absorbed the losses. Accordingly, this exanple, 
while discussed in another context, reinforces our position that 
the leveraging ratio of an ETC can be assessed fron s safety and 
soundness perspective only in the context of other factors. 
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Including the relative slie of the bank holding coapany's 
Initial Investnent and the rliklness o£ the propoaed activities. 

As Bentioned in ay testieony, what the appropriate 
ratio Is depends crucially on the types of activities the ETC 
engages In. The nore those activities are like those perforeed 
by a bank, the closer the ratio could be to that peraitted 
banks. The nore the activities are unlike those of a bank, (for 
exanple, if the ETC were dealing In goods) the more appropriate 
it uould be for the ratio to approxlnate those of Independent 
ETCb. (That ratio, as nenttoned in the testiaony, la in the 
neighborhood of 3:1.) 

It would seen to be singularly Inappropriate, at a tiae 
when Congress and U.S. bank supervisors are in agreeaent that 
the capital positions of banking organizations should be 
strengthened, to allow bank affiliated ETCs to operate with 
lower capital ratios than their affiliated banks. That would be 
the effect o£ S. 1934 and that Is what the Board objects to. 
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/ greater than 30:1. Could you coaaent on the 
capital structure of Japan's ETCi, dlicuii Che appropr la Cents* 
o£ the Japanese aodel for U.S. bank ETCa, and provide Che 
Subcoanlttee any analysis Che Federal Reserve has doMe an Chls 
issue to support its position on ETC leverage? 

Answer . Japanese trading coapanlcs, which operaCe wlch 

very lou capital ratios, arc not an appropriate aodel for U.S. 

bank-af filiated ETCs. The Japanese governaenc recognizes the 

risks of banks' affiliation vlth trading coapanle*. Japanese 

banks are United to a 7-1/2 percent equlCy InvesCKent In a 

trading coapany and the law requires a divestiture to no aore 

than 5 percent by 1987. In conCrasC, U.S. bank holding Cob- 

panles nay own up to 100 percent o£ the equity of an ETC, so 

long as their Investnent Is leas Chan 3 percent of their 

capital. IC Is thus aeanlnglesa Co coapare Che rlaks Co ■ 

Japanese bank wlch s saall percencage interest In a highly 

leveraged ETC ulth Che risks Co a U.S. bank holding coapany 

owning 100 percent of a less highly leveraged ETC. 

o 



K 



Digilizaai, Google 



Digilizaai, Google 



Digilizaai, Google 



Digilizaai, Google 



Digilizaai, Google 



Dtr-o„. I 

SEP 1 6 IS86 



D,.,ii,za.,„GOOglC 



ajtod University Ubraries 

IIIIIIHiEMBII 

3 6105 045 184 277 



DATC DUE 1 



































































































STANK>RD UNIVERSITY UBRARIES 
etfWORD.CAUroRNIA M3a$-6004 



D,.,mz„,„ Google 



zsobyGoogle . 



